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Executive Summary and Recommendations
l. Sector Assessment

The Pdedinian microfinance sector has proven to be remarkably reslient during the years
of the second Intifada. The onset of the Intifada and the Operation Defence Shield in April
2002, resulted in a 30 percent decline in the number of active clients, from 17,200 year end
2001 to 12,000 year end 2002. Since then the sector has not only recovered but adso more
than doubled in sze measured in number of active dients year end 2005 the industry
served dmost 28,000 active clients with an outstanding portfolio of over USD 35 miillion.
UNWRA’s micro enterprise lending progran has remaned the market leader throughout
the Intifada period. Beow follows a summay of the most <dient festures of the
microfinance sector in the West Bank and Gaza

Coping Strategies under Conflict:

Ovedl, the following trends can be observed in the Paedtinian microfinance sector’'s
Intifada coping drategy: (i) reduction in lending; (i) the introduction of tighter guarantees
such as sday guarantees, (iii) decrease in exposure (through decrease in average
outstanding baance); (iv) the emergence of savings and credit cooperatives, and (v) the
emergence of the Palegtinian Microfinance Network.

An edimated 25-30 percent of dl outstanding loans were written off during the early years
of the Intifada. In subsequent years however, many clients managed to repay once they had
the funds to do so. The average loan recovery rate on written off loans is an estimated 40
percent.

Commercid Microfinance:

While in the past banks have successfully engaged in microfinance in the West Bank and
Gaza— notably under an USAID funded project — banks nowadays have no appetite to
engage in retal lending to micro busnesses. More over, the hurdles that banks creste to
open savings and even current accounts (high minimum amounts) indicate that there may
be room for bank engagement in the provison of savings and deposit services. It remains
to be seen whether the newly established micro and smal business bank — Alrafah Bank —
will be a successful mode as it appears to be risk averse and may have possble
governance weaknesses.

Internal Challenges:

The microfinance sector faces a variety of challenges that need to be overcome in order for
the sector to rapidly expand and integrate into the forma financid sector. These challenges
include legd and governance issues. The mgority of MFIs are registered as a NGO, a
dructure that is not conducive to expanson. The most characteristic feature among most
MFIs — irrespective of their legal form — is weakness at the governance level that needs to
be addressed.

Market Limitations

The market for microfinance is limited in the West Bank and Gaza and most MFIs offer
the same product to the same target groups. Most MFls aso offer certain loan products that
ae dmilaly offered by banks with the same terms and conditions. It remains to be seen
whether garce donor money should be used to provide loan products to target groups that
banks serve out of their own funds. There is ample room for product development in order




to provide more talored products for the clients (instead of trying to fit a client's needs
into the straightjacket of the existing loan products).

The Sudainability Target:

The achievement of operationd sustainability has become a god in itsef and not a means
to achieve (financid) independence and build a larger client base. The concept of financid
sudanability — the ability to borrow commercid funds for onlending — is not engraned in
the mindset of the MFIs. The sector is very dependent on grants, not only for funds for
onlending but aso for funding other operationd activities such as d&ff training and
product devel opment.

Impending Criss Government Salaries

The most urgent chdlenge is the evolving criss with over 150,000 government employees
(supporting @bout one million people — more than 25 percent of the population) not
recaeving ther sdaries, the Isadi government's suspenson of tax tranders as wel as
diminishing donor support for the Pdedinian Government. The Pdedtinian economy is &
the brink of collgpse and poverty and unemployment are increasing on adaily bass.

The Pdedtinian microfinance sector appears to be ill-prepared for the unfolding criss. The
sector has concerns regarding donors coming in and using the sector's infrastructure to
dishurse large amounts of humanitarian grant money to the poor. The sector aso has
concerns about the loss of its capita base: an estimated 30 percent of dl loans outstanding
are currently at risk, mainly due to the fact that many MFIs use sdaies — which are not
pad — as guarantees. Thousands of families are without income and have to focus on their
basic household needs for survival, not having cash flow to repay loans.

. New Activity Design for the Emergency Case scenario

The objective of the new activity for the emergency case scenario is to presarve the
Paledinian Microfinance industry and its capitd base while providing short term relief to
those dients living below or just above the poverty line (about 10,000 families).

The team proposes a loan recovery matching grant scheme combined with a partia
coverage of operaiond cods to preserve the physica and financid infrastructure of the
sector.

Under this scheme, MFIs would try to maintain loan portfolio qudity as well as possble
but would write off loans &fter they have been overdue for more than 6 months. As the
experience in the past has shown, MFIs do recover part of the written off loans. The loan
recovery matching grant scheme will match any amount recovered after the criss ends on a
one-to-one bass. In this way MFs will not deplete their capital base. The proposed partia
coverage of operational codts will achieve the same objective and will enable he MFIs to
continue to function and maintain their saff and infrastructure,

Empiricd evidence indicates that in other countries where (“man-made’) humanitarian
disasters occurred, micro-grants were found to be an gppropriate solution to provide relief.
The team however grongly bedieves that such an ingrument will not work in the West
Bank and Gaza The use of graits may bring the industry down — which has s0
pangakingly being build during the last 10 years — and would destroy the repayment
discipline.



The team proposes to introduce zero-interest socid safety net loans and socid safety credit
cads for socid safety purposes only with a grace period equd to the duration of the
emergency — which is expected to last up to 6 months. These products are a one-time
product and should be carefully taillored and targeted towards the poorest clients. With
such a product the MFIs can show ther clients that they respond to their needs — even in
the mogt difficult times. The concept of emergency loan exids in the Arab culture and is
known as Al Qard Al Hassan. The edtimaed budget for the emergency new activity is
about USD 22 million.

The recommendation section a the end of this executive summary contains a detailed
decription of steps to be undertaken to implement the emergency new activity. After the
submisson of the draft report, USAID dso informdly requested the team to develop
another emergency scenario assuming that only USD 10 million would be avalable and
that only those MFIs that would sgn the ATC would be digible Recommendations for
this scenario are included in the recommendation section. The team would like to
emphasize that under this scenario only one MH would be digible (CHF) and that this
MFI will not be able to asorb the USD 10 million. USAID is urged not to pressure CHF
to disburse more than what would be prudent (USD 5.5 million).

1. New Activity Design for the Normal Scenario

Once the microfinance remerges from the criss — with the support of the above described
emergency interventions - and people can dowly rebuild ther life, the sector may be able
to face the other challenges mentioned earlier.

In order for the sector to build a base for rgpid expansion, transformation and integration
into the formd financia sector, the team proposes a Guarantee Fecility for bank loans to
MFls and a Capacity Building Innovation Fecility.

The Pdedinian banking sysem has over USD 2 hillion in excess liquidity which is not
invested in the Pdegtinian economy. In stead of usng scarce donor grants as source for
onlending MFIs could borrow from banks for onlending. Banks however need to have
incentives to do so. The proposed Guarantee Facility would guarantee bank loans to MFIs.
This would set a new best practice standard in the West Bank and Gaza and move the
microfinance industry towards financid sudainability. USAID could use its ‘own’ DCA
progran to implement such a guarattee facility, or could consgder funding a specid
‘window’ for microfinance in the KfW European Pdedtinian Credit Guarantee Fund which
is about to become operationd.

The Cgpacity Building and Innovation Facility will co-finance capecity building needs of
individud MFs and the sector as a whole on a matching grant bass. The Facility will aso
make funds available for pilots and experimentation as well as funds to improve the legd
environment. The totd budget for the Normad Case Activity is — depending on the sze of
the guarantee facility — up to USD 20 million.



V. FATEN & CHF-ACP

While FATEN and CHF ae remakably smilar in terms of basc indicators (such as
number of active dients, loan portfolio outstanding and operationd sdf-aufficiency), they
differ in core dructure. Whereas CHF is an advanced lending program, FATEN is a
meature microfinance institution.

FATEN is the strongest of dl MFIs operating in Pdegtine to date. FATEN's key srengths
incdude a very pogtive reputation in the community for serving women, a wel-established
experience in group lending methodology targeting the poorer segment of women
entrepreneurs, a comprehengve individud credit methodology, an effective MIS, and very
strong and systemized interna control procedures.

FATEN has opportunities to improve by formdizing the Board functions through interna
rules and committees developing a long-term busness plan, ensuring access to
commercid funds to diminate total dependence on donor grants, increesng daff
productivity, as wedl as diminating subsdized, riskier product lines (consumer loans and
home improvement |oans).

FATEN's principd risks in the current criss dtuation include downward pressure on
profitability with dedining portfolio yidd, a dowdown of lending activity, a soaing
default rate, and pressure on management to ded with yet another unfolding criss due to
the suspenson of sdary payments tax transfers and donor funding: while the portfolio at
risk over 30 days (PAR > 30 days) stood at 4 percent at the end of April 2006, the PAR >
1 day stood at 24 percent. Thisis expected to increase as the sdary criss continues.

The Access to Credit Program (ACP) of CHF is an experienced and strong program in the
area of house rehabilitation loans serving household living below or just above the poverty
line. It has a unique loan product that is accompanied by engineering advice for the client
concerning the congtruction work to be financed. ACP has a strong market pogtion in this
area and awdl managed system for loan gpplication, disbursement and follow up.

The ACP is yet a lending program implemented by a larger multi-facetted internationa
NGO but has sysems, people and CHF HQ commitment in place to transform (legdly and
inditutionally) into a separate microfinance organisation under more sable politicad and
economic  crcumdances. In order to achieve full finencid sudainability — and
independence from donor funds — product and target group diverdficaion is essentid
(which ACP dready darted doing s0) as the yield on the housing loan portfolio appears too
low to cover dl operationa and financia cods.

While CHF-ACP has had an excdlent loan portfolio qudity (with PAR > 30 days) less
than 3 percent throughout the Intifada until March 31, 2006, the portfolio at risk has
increased in April. PAR over 30 days stood at 7 percent while PAR over 1 day stood at 30
percent. The PAR is expected to increase even more as dl loan are guaranteed by sdaries
which have not been paid for the last few months.

USAID has made two excelent investments in CHF and FATEN and by doing so has
contributed to the development of a best practice microfinance environment in the West
Bank and Gaza. USAID is advised to push the best practice agenda, and to implement a
novel program, cregting incentives for the two organizations to become — over time —
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independent of USAID funding, through the implementation of the guarantee faecility for
local bank finance for onlending described under the norma case new activity design.

USAID is recommended not to distribute the evauations of FATEN and CHF as these
contain confidentia data.

V. Recommendations New Activity Design for Emergency Period

l. Loan Loss Recovery Matching Grant Scheme and Operational Cost Partial

Subsdy
Objective: Preserve the capitd base of the microfinance sector as
awhole
Eligille MFIs All good practice MFIs. CHF, FATEN, UNWRA,

ACAD, ASALA and PARC. Note: Alrafah Bank is
excluded as this bank has not yet a track record and
hence also no clients with a credit history.

a. Loan Loss Recovery Matching Grant Scheme

Approach: = As pa microfinance good practice write off
policy, MFIs write off loans after they have been
overdue for more than 180 days.

= Any amount recovered after write off over a
period of one year is matched on a one-to-one
basis by USAID. Note: the matching period could
be extended to a period of 2 or even 3 years
depending on the severity of the crisis.

Budget: * Budget estimates are based on historical data on
loan write offs during the fird two years of the
second Intifada. Estimated loan write offs were
USD 5 million.

» Asuming that the expected write offs in the
future would a least be the same amount, and
assuming an average recovery of 60 percent, USD
3 million would be the required budget for the
matching grant scheme. Note: this is a minimum
required amount as loan losses are expected to he
higher. The estimated average portfolio at risk
(over 30 days) is currently (June 2006) 30 to 40
percent: if all these loans will remain in arrears,
by the end of the year 2006, at least USD 10
million would have been written off (30 percent
times USD 35 million outstanding year end 2005)
and at least USD 6 million would then be
required for the matching grant scheme..

Activitiesto be undertaken by = Determine an gppropriate ‘sarting’ date for loans
implementing consultants: tha have gone in arears this date could be
retroactively (i.e, darting date of the saary crigs,
resllting in higher budget for matching grant
scheme) or could be date of the dat of the
implementation of the emergency program. In
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order to avoid misuse of the scheme, USAID is
recommended to use the darting date of the
implementation as the darting date of loans going
into arrears.

Verify and re-assess budget required for matching
grat scheme; consder in case of budget
congraints alower matching grant percentage.

b. Subsidy of Operational Costs

Approach:

MFIs receive a 50 percent subsidy on the monthly
operationd cods in order to enable them to
maintain staff and infrastiructure

Subsdy pad only during the emergency period
which is expected to last at least 6-8 months

Budget:

Budget is based on the year end estimated
monthly operationa cods of the 6 digible MFls
USD 300,000 in totd per month. For a 8 month
period this would be USD 1.2 million (50 percent
x USD 300,000 x 8). Note: this amount would
increase if the emergency period will be longer.

Activities to be undertaken by
implementing consultants

Veify and re-assess the expected duration of the
emergency period. If longer, the required budget
will be higher.

Obtan year end audited financia <Statements of
MHs to verify the monthly adminidraive cods.
Exclude cogts of loan loss provisoning as these
are dedlt with under the matching grant scheme.
Decide whether to subsidize operational costs
retroactively (see aso above) or to sart providing
these subgdies from the dating date of the
implementation of the emergency program. The
|atter is recommended to avoid misuse.

. Social Safety Net L oans

Objective:

Provison of emergency loans to the most needy
clients with agood credit history

Target group:

Exigting clients of the MF s mentioned under I.
Minimum credit higtory: 1 year

Maximum loan received throughout credit higtory
USD 1,000

Maximum monthly household income USD 600
Excedlent repayment higtory (i.e., no arrears)

Approach:

Caefully talored and maketed zero-interest
emergency loans (Al Qard Al Hassan)

Onetimeloan only

Loan size up to USD 1,000

Grace period equa to the estimated emergency
period (6-8 months)

Repayment after the end of the emergency period
iningadments
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Budget:

Budget is based on the year end 2005 data on loan
badances outdanding to exiding dlients Eligible
dients include: dl group dients (7,000) ad those
dients having gmdl individud loans (an
estimated 3,000 clients)

10,000 clients times USD 1,000 is USD 10
million

Activities to be undertaken by
implementing consultants

Veify and re-assess the number of estimated
digible dients — the number could be lower as
more clients are expected to be in arrears.

Verify and re-assess budget requirement for each
MFI.

As CHF has no loans outstanding of less than
USD 1000 (given the nature of its lending
program — housng rehabilitation loans), it would
not quaify. In order to address this issue, take
CHF dients which have an household income of
less than USD 600 monthly with a excelent
repayment record.

Determine gppropriate repayment schedule
Determine disbursement mechanism to the MFIs

[11. Social Safety Debit Card

Target group and objective:

Same as above. Note: the Social Safety Debit Card is
in effect very similar to the Social Safety Loan. It is
however packaged differently,
involvement and can be also used after the end of the
emergency period for for instance future normal loan
disbursements.

includes bank

Approach:

Card isissued by MFI in cooperation with a bank
Cad isfully funded by USAID

Zeo interest in fird year; 8-12 percent in
thereafter on outstanding balance

Budget:

Budget is based on the year end 2005 data on loan
bdances outdanding to exiding dlients Eligible
dients include: dl group clients (7,000) and those
dients having gmdl individud loans (an
estimated 3,000 clients)

10,000 clientstimes USD 500is USD 5 miillion

Activitiesto be undertaken by
implementing consultants:

Verify and re-assess the number of digible clients

For CHF, take clients with a household income of
less than USD 600 monthly and an excdlent
credit history

Work out card issuing details with a bank — Cairo
Amman bank has shown interest to issue the cards
on behdf of the MFlIs

Determine disbursement schedule ether USAID
disburses to MFIs which then ‘buy’ the cards
from the bank(s) or USAID disburses to the
bank(s) directly.

Estimated costs and duration

Assuming a full time internationd consultant for a
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of implementation

period of a least two years, the annua budget

would be at least USD 200,000 excluding travel.

Minimum budget hence would be USD 400,000.
In order to dlow for contingencies etc., it would
be prudent to budget at least USD 500,000.

V.  Recommendations New Activity Design for Emergency Situation if only USD 10
million would be available and only those MFIs can participate that have signed

the ATC

Remarks

In this case only CHF would be eligible as the other
(non American) MFIs have made the principa
decision not to sign the ATC.

The other two remaining American MFIs are not
good practice and have limited outreach. These
MFIs are considered not eligible.

In this dtuation, the emergency new activity as
described in section V would not mest its objective
as the microfinance industry as a whole would not
be preserved as only one MFI would receive
emergency assistance.

USAID is recommended to actively engage in
discussons with the UNDP-IDB project to see
whether the other MFIs could participate in an
emergency program under the IDB project.

Options

USAID can implement the team's proposed
emergency program with CHF, or;

USAID can fund CHF to implement CHF's own
proposal for an emergency program as described in
Chapter 7. This program is similar (in objective) to
the team’'s proposa but lacks the loan recovery
matching grant scheme.

Recommendation

Implement CHF own proposal as this can be
implemented very quickly as it involves loan
products and lending procedures that CHF is
familiar with.

Do incorporate the team’ s comments on CHF s own
proposal.

Add the loan loss recovery matching grant program
and the 50 percent subsidy of operational costs.

Details CHF proposal and team’s
recommendations for adjustment

House rehabilitation loans for families with monthly
income of less than USD 400; expected average |oan
sze USD 3500. Grace period equa to the
emergency period. 0-3 percent interest.
Recommendation for Adjustment:
» Decrease the average loan size to USD
2,500
» Loanscannot be used to refinance existing
loans
» Zerointerestloans, packaged as Al Qard Al
Hassan
Bridging loans for families with household income
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of less than USD 400 to fund emergency household
needs. Average expected loan size USD 1500, other
terms and conditions as above.
Recommendations for Adjustment
» Loanscannot be used to refinance existing
loans
» Zerointerest loans packaged as Al Qard Al
Hassan
= Bridging loans for new clients — terms and
conditions as above.
Recommendations for adjustment:
» Do not offer thisproduct asthe new clients
will have no credit history.
= Smadl business‘emergency’ loans
Recommendations for adjustment:
» Do not offer this product as CHF has
limited experience with small business
lending

Team’srecommendation for
additionsto CHF proposal

= Add the loan loss recovery matching grant scheme;
as dl loans made by CHF are guaranteed by sdaries,
the matching grant scheme could in effect ‘reward’
not so good practice (i.e., salary guarantees). Hence,
the matching grant should be lower than a one-to-
one basis.

= Add the 50 percent subsidy of CHF monthly
operational costs (USD 54,000)

Total Budget

» Rehabilitation loans: 880 x USD 2500 = USD 2.2
million

» Bridging loans to existing clients: 480 x USD 1500
= 720,000

» Loan loss recovery matching grant scheme: assume
50 percent of CHF USD 8 million portfolio will be
written off (i.e., USD 4 million). Assume 60 percent
recovery: USD 2.4 million. Match this amount on a
75 percent basis: USD 1.8 million.

= Asthe magority of CHF loans outstanding is co-
financed with banks, banks should also be digible
for matching grant of their part of the loan loss
recovery. This would require approximately USD
500,000.

» Subsidy operational costs: 8 months x 50 percent x
USD 54,000 = 216,000

Total budget: USD 5,436,000

USAID is recommended not to pressure CHF to
disburse more (even if budget available is USD 10
million)

Activitiesto be undertaken by
implementing consultants

* Negotiate with CHF the ‘adapted” emergency
program

» Assess the banks needs for loan loss recovery
matching grant scheme

Budget for implementation

Assume one full time international consultant for 6
months: USD 100,000, and 6 two-week trips for the
remaining period of 18 months (USD 20,000 x 6 = USD
120,000). Tota budget: USD 220,000
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1 Introduction
1.1  KeyPrinciplesof Microfinance

Microfinance is the provison of financia services such as credit, savings, cash transfers,
and insurance to the poor*:

= Focus on the entrepreneurial poor—provison of services to low-income dlients,
women and men, lacking accessto other financid ingtitutions.

= Client-appropriate lending—smple and convenient access to smal, short-term, and
repeat loans, with the use of collaterd subgtitutes (for example, group guarantees or
compulsory savings) to motivate repayment. Informa gppraisd of borrowers and
investments (often character based), with smple cash flow and project gppraisa for
larger and longer-term loans.

= Provison of secure, voluntary savings services, which faclitate smal deposts,
convenient collections, and ready access to funds, ether independently or with another
inditution.

Microfinance is a poverty dleviation tool. The provison of financid services to the poor
helps to increase household income and economic security, build assets, reduce vulnerahility,
and create demand for other goods and services (especialy nutrition, education, and hedth
care). When posshilities for assst management are limited, the role of microfinance in risk
management @ protective strategies may be as or more important than income generation in
preserving a household' s sandard of living.

The Conaultative Group to Asss the Poor (CGAP) has developed a set of Key Principles
essentid for building financid systems for the poor, which is presented below.

Box 1: Key Principles of Microfinance

1. Poor people need a variety of financial services, not just loans. In addition to credit,
they want savings, insurance, and money transfer services.

2. Microfinanceisa powerful tool to fight poverty. Poor households use financia services
to raise income, build their assets, and cushion themselves against externa shocks.

3. Microfinance means building financial systemsthat serve the poor. Microfinance will
reach its full potentia only if it isintegrated into a country’ s mainstream financia system.

4. Microfinance can pay for itself, and must do soif it isto reach very large numbers of
poor people. Unless microfinance providers charge enough to cover their costs, they will
dways be limited by the scarce and uncertain supply of subsidies from donors and
governments.

5. Microfinanceisabout building permanent local financial institutionsthat can attract
domestic deposits, recycle them into loans, and provide other financial services.

! Source: “Microfinance in the Arab States— Building Inclusive Financial Sectors’, UNCDF 2004
2 The CGAP is a consortium of 28 public and private development agencies working together to expand
accessto financial servicesfor the poor in developing countries.
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6. Microcredit isnot always the answer. Other kinds of support may work better for people
who are so destitute that they are without income or means of repayment.

7. Interest rate ceilings hurt poor people by making it harder for them to get credit.
Making many small loans costs more than making a few large ones. Interest rate ceilings
prevent microfinance ingtitutions from covering their costs, and thereby choke off the

supply of credit for poor people.

8. Thejob of government isto enable other sto develop financial services, not to provide
them directly. Governments can amost never do a good job of lending, but they can
establish a supportive policy environment.

9. Donor funds should complement private capital, not compete with it. Donor subsidies
should be temporary start-up support designed to get an ingtitution to the point where it can
tap private funding sources, such as deposits.

10. Thekey bottleneck isthe shortage of strong institutionsand manager s. Donorsshould
focus their support on building capecity.

11. Microfinance works best when it measures—and discloses—its performance.
Reporting not only helps stakeholders judge costs and benefits, but it aso improves
performance. Microfinance ingtitutions (MFIs) need to produce accurate and comparable
data on financial performance (for example, loan repayment and cost recovery) as well as
socid performance (for example, number and poverty level of clients being served).

1.2

Microfinancein the Middle East and North Africa

Microfinance in the Middle East and North Africa is a ‘young’ industry compared to other
parts of the world. It has rgpidly evolved from a nascent sector into a fledgling industry.
Overal the sector’ s performance can be characterized by?:

Sgnificant Growth in Outreach. The number of active borrowers has grown more
than tenfold from 129,000 year end 1999 to dmog 1.3 million active dients in
September 2005 with over USD 500 million in loans outstanding. Growth rates (in
numbers of clients) between the countries have differed dramaticdly. The 50 members
of the regiond microfinance network — Sanabel — are estimated to serve together over
80 percent of dl active clients.

Limited Market Penetration. Sgnificant progress was made in increesng market
coverage going from roughly 3 percent of the market served to dmost 20 percent of
those needing and wanting credit. However, this dill leaves an edtimated 3 million
entrepreneuria poor who lack access to finance. In addition, microfinance serves only
22 percent of rura populations, estimated to be approximatdy haf* of the population
of the surveyed countries.

3 Sources: (i) UNCDF: ‘Microfinance in the Arab States — Building Inclusive Financial Sectors October
2004; (i) www.sanabelnetwork.org — Third Annual Conference; and (iii) www.mixmarket.org —
Benchmarking Arab Microfinance.

4 source: http://www.un.org/esa/popul ation/publi cations/wup1999/WUPI9ANNEX TABLES.pdf
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Lack of Product Diverdfication. Microfinance sarvices in the region reman very
credit oriented. Asde from some experience with housng finance, most loans are for
busness purposes. Voluntary savings, deposits services, insurance are generdly not
offered. The notable exceptions are Yemen and Pdedine where the number of
voluntary saversis growing rapidly. Savings services are dso offered in Syria

Entry of New Market Leader. Traditiondly, Egypt has been the market leader in the
region in terms of active clients. However, in 2001 Morocco assumed this pogtion and
today holds 43 percent of the regiona market share.

Increased Focus on Women. The region has seen a ggnificant improvement in terms
of outreach to women borrowers. Up from approximately 17 percent women in 1999,
currently 61 percent of al dients in the region are women. Given tha women aso
make up the mgority of the world's poor, it is not surprisng that this has been
accompanied by an overal increase in the depth of outreach.

Group Lending Dominant Methodology. Group lending continues to be the
predominant lending scheme, particulaly in Morocco, Jordan and increesngly Egypt
where it is seen as an effective tool for reaching women. In dl other countries
individua |oans are more prevaent.

Broad based Application of Industry Norms and Procedures. Over 90 percent of al
active borrowers in the respective countries are served by good practice MFIs defined
as MFIs that adhere to good practice standards and that have sudtainability as an
explicit objective. The notable exceptions are Tunida and Syria where government
sponsored programs that do not adhere to good practices dominate.

NGO as the Dominant Legal Model. Apat from a few notable cases of successful
bank engagement and MF trandformation, the mgority of MFIs in the region are
NGOs, which continue to be dependent on abundantly available donor (grant) funds for
their growth. An emerging trend is establish MH's as Limited Liability Company due to
the lack of a clear NGO legd framework in some countries or the lack of not-for-profit

legd option.

High Portfolio Quality or Less Taste to Serve Risky Clients? Compared to other
regions, MHs in the Middle East and North Africa maintain exceedingly high portfolio
qudity. While this may spesk well for the MFIS operations, it may adso indicae that
regiond inditutions do not lend to very risky dients perhgps under serving a
population aready lacking many formd financing options.
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2. Microfinancein the West Bank and Gaza — Sector Assessment
2.1 Non-Bank Micraofinance Ingtitutions and Programs

There are 10 non-bank microfinance inditutions (MFIs) in the West Bank and Gaza. Year
end 2005, these MFIs served dmost 28,000 active credit clients and approximately 3,000
voluntary savers through a network of 72 branches. The market assessment includes the 7
mgor microfinance programs as shown below. Three minor programs were excluded due
to the smdl number of dients served and inggnificant outstanding portfolio reative to the
market.

Table 1a: Non-Bank Microfinance Programsincluded in the Sector Assessment

Name Institution Start microfinance Lega Form Legally and Number of Active
operations operationally Credit Clientsy/e
independent 2005
microfinance
operation
UNRWA - MMP 1991 UN organisation No 11,954
FATEN 1995 (under SC) Not-for-profit Yes 4777
1999 (FATEN) company
ACAD 1989 as company — Non-profit NGO Yes 2,019
1992 assNGO
CHF 1995 International NGO No 3,738
(CS)
PARC 1999 Cooperative Yes 2,019
ASALA 1997 (as project Non-profit NGO Yes 2,066
under Oxfam);
2001 asre-
registered aslocal
NGO
YMCA 1999 Non-profit NGO No 1277
27,850

Table 1b: Non-Bank Microfinance Programs excluded from the Sector Assessment

Name Institution Start microfinance Lega Form Reason for Number of Active

operations Exclusion Credit Clientsy/e

2005
ANERA 1995 Internationadl NGO | Insignificant player 290
GWLF NA Loca NGO Insignificant player 260
Al Amin NA For-profit company No data No data
PBC NA Non-deposit taking No microfinance 0
bank

2.2  Impact Intifada

The developments in the microfinance indudry in the West Bank can only be evauaed in
the context of the second Intifada, which began on September 28, 2000. The following
period has been characterized by intermittent clashes, invasons, closures, and curfews,
resulting in the widespread redriction of movement, massve dedruction of persond
property, lack of access to markets, and severe curtalment of economic activity.
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Despite some resumption in economic growth during 2004 and 2005, the damaging effect
of the continued occupation on loca economic activity as well as human life and physica
capitd has resulted in a drop of GDP per capita a year-end 2005 to $1,152. Cumulative
rel GDP per capita change since year end 1999 has been minus 30.6 percent.
Unemployment has increased to 23.4 percent year end 2005 and poverty has increased to
44 percent. In certain areas, such as Khan Yunis ad Rafah in Gaza, dmogt al households
are poor. The World Bank estimates that under a ‘Norma Intifada scenario — without the
expected emergency — GDP per cepita levels would only in 2012 be back to the pre-
Intifadaleve.

Box 2: Microfinance under Conflict

Conflicts erupt for many reasons and have a broad and deep impact on society; the human cost of
suffering from conflicts is immeasurable and the economic costs extremely high. Conflict gives rise
to operationa challenges for MFls and, often, to clays in their ability to attain scale and financia
sustainability. MFIs have to adjust their strategies and operational procedures to manage the
following common effects of conflicts on their programs and financial performance indicators:

Increased security risk to staff, clients, and assets;

Human resource constraints brought about by loss of efficiency and know-how when
management, staff, or members of supporting groups flee the country or community, are called
to support war efforts, have been killed, or leave for better job or educationa opportunities;

Increase in operationa risk resulting from paralel reief-oriented programs, microfinance
programs not motivated by long-term development gods, or politicad and sdf-interested
moativations of loca officials;

Increase in administrative and operational costs brought about by increased monitoring
expenses incurred to maintain a high-quality portfolio, additional security precautions, higher
labor costs, additional investments in advocacy work, and training and re-training efforts; and

Overall increase in risk to an MFI’s balance sheet and lower returns on investments, given the
effects of weakened repayment performance as clients are displaced and their productive and
operational capacity is reduced, loan funds are decreased as deposits or lending resources are
reduced or frozen, and equity values decline because of inflation and currency devaluations.

Source: Manalo, World Bank 2003.

The Pdedtinian Microfinance sector has shown a remarkable reslience under the second
Intifadac while the industry as a whole experienced a dramatic decrease in number of active
dients and loan portfolio outstanding, notably resulting from the spring 2002 invasion and
months-long closures and curfews, grinding the economy to a virtua sanddtill, by year end
2005, the industry had recovered and even experienced a rapid growth. Year end 2002 the
number of active clients had dropped with 30 percent compared to the previous year (from
17,200 clients year end 2001 to 12,000 clients year end 2002). Year end 2005 the industry
had grown with over 200 percent to almost 28,000 active clients.
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UNRWA'’s Microfinance and Microenterprise Program (MMP)  retained its podtion as
market leader (measured in number of active credit clients served) throughout the Intifade?.

Year end 2005 it served dmost 12,000 active credit clients, resulting in a market share of
44 percent. FATEN, regained its podtion as second largest provider of microcredit.
However, if we would include the estimated 2100 voluntary savers served by the PARC
cooperative network as active microfinance clients (as opposed to microcredit), PARC
would be the second largest provider with amost 6,000 members, and FATEN the third
largest with 4,777 clients served year end 2005

Graph 1. Evolution of the Number of Active Clients during the Second Intifada
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® The UNWRA MMP program is currently based in a larger - more socially oriented - organization. Despite
this, the MMP has a more commercia orientation. The CHF ACP lending program as well as the former
Save the Children lending programs show that such an organisational set-up can be successful. Over time, a
separate institution would be required to achieve full financial and institutional sustainability. The strategic
goal of the MMP is to become over time a fully capitalized regional microfinance institution operating in the
West Bank and Gaza, Jordan and Syria.
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Graph 2: Evolution of the Loan Portfolio Outstanding during the Second Intifada (in USD million)
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In terms of loan portfolio outstanding ‘market leadership’ is less pronounced. Year end
2005, FATEN and CHF shared the firgt place with gpproximady USD 8.9 million each in
loans outstanding, serving 4,777 and 4,127 clients respectively. UNWRA is the second
largest provider with USD 7.5 million outstanding portfolio. More than 50 percent of the
totd growth in loan portfolio outstanding during 2005 (from USD 22 million year end
2004 to USD 35 million year end 2005) is due to FATEN’s introduction of housing loans
and family loans (with USAID funding). As we will see later, it remains to be seen whether
such types of loans should be funded by scarce donor funds as banks serve the same target
group out of their own funds with smilar loan terms and conditions.
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2.3 Intifada Coping strategy

Individud MFIs coped differently with the Intifada. Some MFIs shifted away from ther
origina target group (women, group loans) and introduced other loan products such as
consumer and housing loans for the less poor (guaranteed by sday trandfer), a times
directly competing with banks. Other MFIs stopped disburang larger loans (such as smadl
business loans) and used the repayments of these loans to make more group loans. Overal,
the following trends can be observed in the Paedinian Microfinance Sector's coping

drategy:

() Reduction or complete hdt in lending;

(i1 Introduction of tighter guarantees such as sdlary guarantees,

@iy  Decreasein exposure (through decrease in average outstanding baance);
(iv)  Emergence of savings and credit cooperatives, and

(v) Emergence of the Palestinian Microfinance Network.

These trends are reviewed below.
2.3.1 Reduction in Lending

As shown in section 2.2, the Isadi invason in the spring of 2002 severdy damaged the
Pdegtinian microfinance sector. While the number of active clients a year end 2001 was
over 17,000, this number had dropped by about 30 percent to 12,000 clients year end 2002.
Further anadlyss shows that the decrease in number of clients came mainly from two MFIs,

namdy UNRWA and FATEN, while the other MFIs ether did not grow or grew
margindly (see graph 3).

UNRWA and FATEN each ‘lost’ aout 3,000 clients due to high client drop-outs as both
sarved high numbers of women dlients borrowing in groups under the group guarantee
methodology. These dients are usudly among the poorest and were likdy the mogt
affected by the impact of the Intifada It is unclear how many of these client drop-outs
returned to the MFI once thair household income Situation improved.

UNWRA was and continues to be adamantly opposed to loan rescheduling, claming that
doing 0 would affect the integrity of its loan portfolio qudity: non-performing loans
would ‘suddenly’ perform again and hence loan officers would get the wrong sgnds and
incentives. It must be noted though that this could be avoided through appropriate MIS
ensuring that rescheduled |oans are monitored separately.

Snce 2001 UNWRA has written off dmost USD 4 million in loans. USD 2 million was
written off in 2001 and 2002, amounting to about 1/3 of the outstanding portfolio. Loan
recovery after write off was up to year end 2005 USD 1.2 million (30 percent).

FATEN rescheduled loans and monitored (and accounted for) the rescheduled loan
portfolio separately. FATEN wrote off 24 percent of its portfolio in 2002. Its Board
decided to suspend write offs in 2003. FATEN's recovery rate on the written off loans has
been an excellent 80 percent.

23



Other MFIs such as ACAD and ASALA did not write off loans and have as a result a
substantial  proportion of their loans 100 percent provisoned for (20-30 percent). These
loans should be written off but the MF slack a clear write off policy.

Graph 3: Evolution Active Number of Clients per MFI during Intifada®
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CHF had al its loans ‘protected” by sdary guarantees (see adso next section) and had the
lowest written off amount. With the impending sday crigs the impact of the sday
guarantee can be immediately observed in the aging of the arears. The arrears up to 30
days are and have been adways quite high for CHF. The sdary guarantee becomes effective
one month after a loan goes into arrears and as a result the arrears over 30 days are and
have been very low for CHF until the end of March 2006. As we will see later — as a result
of the sdary crigs — the PAR of CHF and FATEN has substantidly increased in April
2006.

The cumulaive estimated loan losses for the sector as a whole semming from the Intifada
(either write off or loans that have been overdue more than 360 days and have been 100
percent provisoned for) ae USD 5 million. This edimate excludes operationa deficits
incurred due to loss of interest and fee income and higher adminigrative costs to manage
and maintain the loan portfolio.

® The number of active clients of FATEN and UNWRA are after write-offs. The number of active clients of
some of the smaller MFIs such as ASALA and ACAD include those that should have been written-off (not
active anymore) and are hence a bit overstated.
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2.3.2. Introduction of tighter guarantees - salaries

Although some MFIs such as CHF have used sdary guarantees for years, other MFIs have
introduced this practice as an Intifada coping Strategy. In order to be digible for a loan, a
borrower has to have 1 to 2 guarantors with a steady morthly sdary — usudly government
employees, UNWRA employees or employees with well known large companies.

MFIs work with banks for loan disbursement and repayment. The banks do a credit check
on the guarantor(s), and investigate whether the guarantor himsdf/hersdf has a loan
dready. Such information is usudly avalable on the guarantor's monthly sdary-dip The
employer issues a sday dip that indicates dl direct deductions such as penson funds and
bank transfers for loans.

However, MFIs and banks will not know if that person is a quarantor as this will not show
on the dip. The guarantor has to sgn a document alowing the bank/MFI to deduct the
ingdament due from higher sdary. In case of default, the MFI sends a notice to the bank
requesting for the deduction. By Law, a bank cannot deduct more than 1/3 of a person’s
sdary. Hence if the proposed guarantor has dready a consumer loan with the bank (or with
another bank) agangt hisher sdary, the bank will obvioudy deduct its portion firg,
leaving little room for further deductions. Hence double-chipping is usudly avoided as the
proposed guarantor would be rgected by the bank if he/she dready has a loan with the
bank, but thiswill not gpply if heisaguarantor a another bank!.

This system appears to be working as banks exchange among themsdves information on
clients and their creditworthiness The system is less tight as far as the proposed guarantor
has loans from non-banks (i.e. MFIs) or is aready a guarantor for a borrower of another
MFI. MFlIsin the West Bank and Gaza do not yet share thistype of information.

The team edtimates that year end 2005 gpproximately 40 percent of dl active loans was
guaranteed by sdaries It remans to be seen whether the use of such guarantees is an
gopropriate drategy for the MFs as banks are making smilar loans to smilar clients with
amilar terms and conditions. The question then can be asked whether this is a good use of
scarce donor money if banks make smilar loans with their own money.

Especidly those MFIs having a substantia portion of their outstanding loans guaranteed by
sdaries will be hard hit if the sdlary criss continues as there will be no sdary to deduct
from — as is the case now, with PAR higher than 30 percent. As we will see laer, banks —
which have heavily engaged into consumer lending during the last few years — have about
USD 200 million at risk in such loans guaranteed by sdaries.

2.3.3 TheDemise of Group Lending?

Women taking group loans are among the poorest on the poverty spectrum served by
microfinance inditutions as they do not have assets or sdaries to pledge as collatera which
IS more common under individud lending. Overdl the percentage of women taking group
loans decreased during the Intifada (from 45 percent in 2000 to 27 percent in 2005).

Year end 2005 there were dmost 7,200 women borrowing in groups. These women could

conditute a target group under a possible emergency-loan program under the new activity
design. The three main providers of group loans were UNRWA (3,338 clients), FATEN
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(2,225 clients) and ASALA (1,635 dlients). The average outstanding loan sze under the
group guarantee methodology was USD 318 for FATEN and USD 277 for ASALA.

Graph 4: Distribution of Group Borrowers versus Individual Borrowers during Intifada
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2.3.4 Decreasing exposur es— aver age outstanding loan balances

If we teke the average outstanding loan balance as a proxy for the poverty leve of the
client, we would assume that the overdl average loan Sze ether decreased or did not
increase— as repayment capacity of the poor decreased. The sector assessment however
shows an counter-intuitive result: average loan Size increased.

Graph 5a: Evolution of Average Outstanding Loan Balance during Intifada
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Further andysis shows that the industry data are skewed because of the following reasons.
(i) the introduction of housng finance guaranteed by sdaries by FATEN in 2005 (funded
by USAID); and (ii) the rapid increase of housing finance by CHF in 2005 guaranteed by
sdaries (funded by USAID); and (iii) the introduction of family loans by FATEN (funded
by USAID) , which are guaranteed by sdaries and comparable with consumer loans
offered by banks.

If we would remove these loan products , the evolution of average outstanding loan

baance of the microfinance sector, shows that the average outstanding baance of the
sector as awhole remained below USD 1,000:

Graph 5b: Evolution of Average Outstanding Balance excluding housing and consumer loans
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2.3.5 A Novel Coping Strategy — the Emergence of Savings and Credit Cooper atives

Both the Pdedinian Agriculturd Rdigf Committees (PARC) — a wdl esablished
Pdedinian NGO, and the Arab Centre for Agriculturd Development (ACAD) — an
agricultura  finance NGO, were ingrumentd in the establishment of Savings and Credit
Cooperdtives during the Intifada

Members in the cooperatives save firgd to obtain a membership share in the cooperative
(which are governed usng the one-member — one-vote principa. Savings capitd is further
enhanced through monthly compulsory savings as wel as voluntary savings. According to
PARC amogt 35 percent of the savings can be consdered voluntary. Members of a
cooperative decide among themsdves on loan digibility, loan terms and conditiors,
savings requirements and profit-sharing.
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Table 2: Overview Key Indicators Savings and Credit Cooperatives

PARC ACAD TOTAL
# members (savers) 5,785 1,709 7494
Volume of savings (USD) 1,582,118 460,000 2,042,118
Average savings (USD) 273 269 272
# borrowers 2,019 720 2,739
L P outstanding (USD) 1,949,555’ 627,000° 2,576,555
Average |oan balance (USD) 965 638 940
Number of coops 133 40 173

PARC

While PARC had initiated the establishment of savings and credit cooperatives in 1999 (as
infforma non-registered groups), the growth of the movement took a flight during the
Intifada, notably in 2001 and 2002. By year end 2005, the informa groups have grown into
a formd network of 12 cooperatives covering 133 groups in dl the districts in the West
Bank and Gaza. In 2003, the 12 cooperaives were formaly regisered and started
operating autonomoudy with technica support from PARC. In 2005 the first Savings and
Credit Union was edablished to monitor, expand and facilitate the performance of the
PARC associations. To date, the central union is housed within PARC, with three senior
PARC saff seconded (at no cost) to the union. The associaions operate at district levels
through NGOs for Rural Women Development.

Box 3: Savings despite Adversity

Proponents of conventional wisdom believe that under a worsening socio-economic Stuation, the
level of savings among the poor decreases or rather comes to a halt. PARC SCCs defied
conventional wisdom and demonstrated an upward turn for savings behaviour under dire conditions
(the Agsa Intifada). PARC conducted an informal analysis of the reasons behind the high demand
for their Savings and Credit program, and the main results are summarized below:

* Herd mentdity (in initid phase): “others within the Women's Clubs are saving so | should
save as well”
* Women felt empowered and financially independent. They had assets that were theirs.

Cooperative activities became a favourite past-time. Some women felt the experience was
the only positive thing in their lives.

Access to loans

Building afund for children’s education

Cushion/protection against unforeseen future

Credibility of the program and strong sense of ownership: run ly the women, for the
women

L S

2.3.6 TheEmergence of the Palestinian M icrofinance Networ k

Early 2002, MFIs and banks started meeting informaly to discuss and exchange ideas on
the impact of the Intifada and to coordinate policies and procedures to cope with the
Intifada.

" Includes USD 500,000 grant funding
8 Thisincludes the savings amount plus an interest free loan of USD 167,000 from ACAD
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In the summer of 2002 this informa gathering dowly moved towards some formaization:
participants in the gatherings agreed that these meetings would become a more permanent
coordination body for the microfinance sector and a chairperson was eected. The network
— under edablishment — receved funding and technical assstance under the USAID
ISAMI project. Early 2003 the network approached the Ministry of Interior to be registered
as a nonprofit association. This was accomplished in April 2004 when the Pdedtinian
Microfinance Network was formdly regisered. The By-Laws dlow dl microfinance
providers — whether NGO, Company, Bank or International NGO, to become a member.
To date the network has nine members: ACAD, ANERA, ASALA, CHF, FATEN, PBC,
PARC, UNWRA and YMCA.

The misson of the network is to “ develop the sugtaindble provison of micro and smal
business finance in order to contribute to the development of smal and micro enterprises
through representing, supporting, organizing and consolidating the micro and smal
business finance sarvice providersin Paesting’. The objectives of the network include:

= To strengthen and to assist in capacity building for MFIs.

= Toinsure best practices and sustainability of services provided.

= To improve public avareness on the micro and smdl busness lending programs
avaladle.

= To conduct market studies and other research related to micro and smal business
lending issues

= To crege an endbling legd environment for finencidly sudanable smdl and micro
lending inditutions

= To creste a sound competitive environment among finance providers and to strengthen
cooperation amongst them.

= To paticipate in Smilar networks at the regiona and the internationa level.

In February 2006 the network’s Generd Assembly modified the By-Laws in order to
restrict membership to non profit organizations only and hence and excluding the priveate
sector. Apparently this was done in a response to the request of Al Rafah Bank to become a
member.  Some members fed threstened by the private sector entering the fidd of
microfinance.  Redricting the membership is however a regrettable step as open
membership — especidly for banks — would facilitate bank engagement in microfinance
and enable the sector as awhole to provide financid services to many more clients.

The Network’s funding needs for 2006 were USD 200,000, to cover its operationa costs
and to implement training and research programs. The Dutch development organization
NOVIB has recently provided the network with a grant of EUR 70,000 to fund the
network’s operationa costs for 2006. EUR 15,000 of this grant is alocated for a
microfinance demand study. The Portland Trust has committed itsdf to fund the remainder
of the 2006 budget out of its own funds. The network has developed a three-year busness
plan for the period 2007-2009 and is seeking grants to fund this plan.

The establishment of the network was very much needed. Donors over the past 10 years
have regularly advised the MFIs to establish such network. The ddlay in the establishment
appears to be related to the sense of distrust among MFIs. Even today — MFIs have yet to
establish a sysem to exchange information on ‘bad borrowers. Such as system would be
the first step towards the creation of a credit bureau where information on borrowers track
record and credit higory is gathered and made available to the sector as a whole. This
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would enable the sector to assess whether a borrower dready has a loan with another MFI,
information which is currently not avallable.
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24  Bank Microfinance
2.4.1 Banking System in Palestine

The number of banks operating in Paestine has increased from two in 1993 to 22 as of
year end 2005, with 138 branches and head offices. Ten banks are Paedtinian and the
others are regiond Arab (11) and nontArab foreign banks (1). Four of the 22 banks
operate based on Idamic Finance principles. The Pdedtinian Monetary Authority became
the supervisory body for al banks operating in the Pdedtinian Teritories in December,
1995. The PMA isnot a Central Bank and hence there is no lender of “last resort”.

Table 3: Evolution Key Banking Data (in USD million)’

Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Oct-05

Assets

Balances with PMA and banks in Palestine 617 567 531 842 744 718
Foreign Assets 2316 | 2364| 2508 2537 | 2,618 2,426
Of which balances with banks abroad 2,154 2,172 2,322 | 2,267 2,329 2,141
Credit 1328 | 1,197 937 ] 1,041 | 1,383 1,825
Of which to PNA 483 398 152 259 419 686
Of which to Private Sector 845 799 785 782 964 1,139
Portfolio and other investments 332 292 291 306 366 517

Total Assets 4,593 4,420 4,267 4,726 5,111 5,486

Liabilities and Equity

Deposits of PMA and banks in Palestine 346 317 290 469 346 292
Total Resident Deposits 3,470 3,349 3,275 | 3,558 3,869 4.083
Of which from PNA 196 188 295 322 479 593
Of which from resident customers 3,274 3,161 2980 | 3,236 | 3,390 3,490
Foreign & other liabilities 527 546 509 476 589 587

Total Liabilities| 4,343 4,212 4,074 4,503 4,804 4,962
Capital and Reserves 250 208 193 223 307 524

Total Liabilities and Shareholders' Equity 4,593 4,420 4,267 4,726 5,111 5,486

Lending. The years 2003, 2004 and 2005 saw a relaive increase in lending to the
Pdedinian Nationd Authority (from 16 percent of totd lending year end 2002 to 37
percent year end 2005). As of March 30, 2006, no significant change has taken place in the
key banking data compared to October 2005.

The lending data are net of provisons. USD 200 million of the USD 686 million in loans
outstanding to the government (PNA at nationd and loca leve) is guaranteed for by the
Pdedinian Invetment Fund. The remainder of the lending to government is non
guaranteed and hence likely at risk. There is an esimated USD 200 million outstanding in
consumer loans to government employees (which are guaranteed by their) sdaries. These
loans are likely to default if sdary trandfer is not forthcoming.

% Source: www.pma-palestine.org
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Graph 6: Total Lending of the Palestinian Banking System (in USD million)
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Depodits outweigh credits by a ggnificant amount. On average, bank credit facilities to
resdent customers amount to about 25-30 percent deposited funds by resident customers.
In other countries this loan/depost ratio is much higher: the average for the MENA region
is 80 percent™®.

The mgority of the depodts are placed with the large Jordanian banks. For instance at the
end of October 2005 over USD 2 hillion (I') was placed in balances with banks abroad.
This begs the questions whether incentives can be designed to make it more interesting for
banks to invest their excess deposts localy. If only 10 percent of these excess deposits
would be invested additiondly in the Paegtinian economy, over USD 200 million would
be avalable ingantly. The KfW initiated European Pdedtinian Credit Guarantee Facility is
such an incentive, decreasing the (percaived) risk of meking loans to locd smadl
businesses. The team’'s proposed Guarantee Fecility for bank loans to MFIs in Chapter 5 is
another example of creating incentives for banksto lend locally.

Already before the Intifada, banks mitigated high (perceived) credit risk by lending short
term and gpplying redrictive collatera requirements. Although the PMA has a loan/depost
target of 40 percent, this ‘rule was never redly enforced. With hindsght the banks
conserveive atitude has contributed to the relative quick recovery of the banking system
from the early impact of the Intifada However today, a leas USD 600 million of tota
lending is a ris: USD 438 million in non-guaranteed loans to PNA and USD 200 million
in estimated outstanding consumer loans. These latter loans are however provisoned for as
PMA has tightened its guiddines on provisoning of such loans.

10 source: KfW — Study for aMicro and Small Business Finance Program in West Bank and Gaza, 2004
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Graph 7: Loan/Deposit Ratio Devel opment
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The banks together have 187, 000 credit accounts. (i) overdrafts (54,000); (ii) loans
(109,000) and letters of credit etc. (24,000). The PMA does not make a distinction between
corporate and retail credit accounts. It is expected that a substantiad part of the number of
loan accounts are consumer loans to government employees.

Deposits. While overdl totd depodts and savings remained throughout the Intifada & a

rdatively stable USD 4 hillion, term deposits experienced a sharp decline as is shown on
the next page. As noted earlier, the mgority of the depositsis placed with banks in Jordan.
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Graph 8: Break down of term, savings and current account volumes (in USD million) in West Bank and Gaza
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There are 824,000 current account holders : (i) accounts in JD 162,000; (ii) accounts in
USD 241,000; and (iii) accounts in NIS 421,000. As is the case with credit accounts, no
Fplitisavailable in corporate and retail accounts.

The Emergence of Idamic Banks

Severd Idamic banks have emerged. Today, their tota combined assets comprise about 6 -
10 percent of al banks assats. The Idamic banks clearly fill a gap: over 25 percent of
busineses that need loans prefer to take Idamic loans''. Dorors or other financiers
wishing to cooperate with Idamic banks have to provide their funds to these banks aso
based on Idamic principles.

An important Idamic commitment is the denouncement of usury — the lending of money a
exorbitant interest rates. In the pre-l1damic era, riba, literdly trandated as excess, referred
to the practice of lending. Earning money through lending is consdered haram, in discord
with the Sharia (Idamic Code). Most Idamic finance organizations have tried to remove
dl forms of fixed nomind interest rates. But the abolishment of interest rates does not
mean that no remuneration is paid on capital. To the contrary, profit making is acceptable.
Idam deems profit, rather than interest, to be closer to its sense of mordity and equity
becauise earning profits inherently involves sharing risks and rewards.

11 source: ISAMI 2003

34



The three mogt common forms of Idamic finance ae mudaraba, murabaha and
musharaka. Under a mudaraba contract the financier provides the capitd and the
entrepreneur the labour and expertise. Profits and losses are shared at a pre-determined
rate. This type of finance is gppropriate for medium term investments in fixed assets or
equipment.  Murabaha is a common insrument for short-teem financing based on the
concept of buy-resdl. Resdl is done a costs plus mark-up. Musharaka is an equity
participation contract in which two or more partners contribute to the capitd and expertise
of aproject.

2.4.2 Padg and Current Bank Engagement in Micro and Small Business Finance

Past Engagement

Three donors have funded for micro and smal business finance are: (i) the WB/IFC Micro
Enterprise Project (MEP — closed); (ii) the USAID bank micro finance program (closed);
and (iii) the DEG Business Start-Up program (closed).

The IFC and USAID programs are described below. Although the WB/IFC project was
cdled “micro”, in effect it was desgned for (very) smdl businesses as loan sizes could be
as high as USD 30,000. Despite he differences between the two programs, the smilarities
were striking: (i) both programs expected the banks to put in their own funds for onlending
l.e. putting ther own money a risk; (i) both programs provided intensve technica
assgtance to build sustainable capacity in the banks to engage in this type or lending; (iii)
both programs were designed based on best practices;, and (iv) both programs proved to be
profitable for the banks (pre-Intifada) which may be the key litmus test.

The WB/IFC Micro Enterprise Project (MEP)

The project objectives were to: (i) to create jobs through the provison of medium term
finance to very smndl busneses to rehabilitate and grow ther businesses, and (ii) to
develop capacity in commercid banks to engage in the type of lending in a sustainadle i.e.
profitable manner. The program started early 1999 and reached its peak in 2000.

IFC and IDA funds were lent to three commercid banks for onlending to very smdl
businesses defined as enterprises with less than 10 employees. More important than the
provison of funds for onlending, the criticd component of the project was the Dutch and
USAID funded intendve technicd assdance progran to assig the banks to build
sustainable and profitable small business loan portfolios'®. Profitebility in this case is a
function of low transactions costs, high collection rates and a correct pricing of the loans.
The MEP adapted in an innovative manner techniques learned from best practice micro
finance to hel p the banks to reduce transactions costs and risks such as.

= Decentrdization of loan decision-making;

= Usdng evdudion criteria that are cash-flow and character-based rather than asset and
document-based;

= Deveoping ongoing dient reationships and intimate indusry knowledge combined
with the implementation of loans screening and monitoring systems as wel as dient-
tracking systems,

12 The technical assistance was provided by three different international microfinance consulting firms as the
banks refused to accept being assisted by one and the same firm because of competitive reasons.
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= Making loan officers responsble for both loan grating as well as collection of
repayments, remunerating them on the basis of their performance in these aress; and
= Sdting interest rates and fees that reflect the costs and risks appropriately.

The partner banks in the project were:  Arab bank, the Commercia Bank of Palestine and
Jordan Nationd Bank. The three banks in effect got a soft loan of USD 12.5 million (USD
5 million IDA loan a 1.25%, and USD 7.5 million IFC loan a LIBOR plus). In addition
banks put in USD 7.5 million of their own funds. In return for the “soft” loan banks had to
contrectudly agree to implement smal busness finance best practices induding the
following: (i) gppointment of dedicated loan officers responsible for loan screening as well
as monitoring; (ii) cash flow based loan agpplication evaudion; (iii) performance based
reward systems. Banks were not alowed to use guarantee facilities (if offered) or credit-
insurance.

Two types of loans were made: working capitd loans of up to USD 10,000 and investment
capital loans of up to USD 30,000. As of December 31, 2001, approximately 1119 loans
were approved worth USD 12.5 million. USD 11.9 million was disbursed to 1,045 projects.
The pre-Intifada estimates of totd number of new jobs crested under the project if fully
disbursed, were 3,400 jobs.

The USAID Bank Microfinance Project

USAID has completed a micro-finance program with Arab Bank and Bank of Jordan
(BaJ). The program started in the spring of 1998 and ended in December 2000. These two
banks were sdected based on their outreach potential (high number of branches) and their
commitment to the program. Both banks put in dl the loans funds in return for technica
assgance by USAID: loan officer training; MIS; exposure vidts etc.. USAID dso initidly
pad the sdaies of the loan officers on the condition that loan officers would work
dedicated on the program. By doing so USAID could also pay performance based bonuses.

Table 4. Key Data USAID Microfinance Program

Bank of Jordan Arab Bank
Cum. # of loans 4,369 2,905
Cum. Value of loans 9,713,000 7,346,000
Averageloan size 2223 2528
Cum. # male borrowers 4,168 2532
Cum. # female borrowers 201 148
Cum. Value of loansto men 8,242,000 6,594,000
Cum. Value of loansto women 290,000 365,000
Outstanding balance 01/01/01 1,257,000 1,631,000
Outstanding balance 12/31/01 978,408 551,627
Repayment Rate 7% A%
Financial Sustainability >100% >100%

The Bank of Jordan peformed less well under the program than Arab Bank. This is
reflected by the low repayment rate and appears to be due to lack of top management
commitment. Nowadays the bank appears to be more serioudy interested in microfinance
and has for ingance indicated to the recent CGAP mission that it wants to re-vitdize its
microfinance activities.

Some of the initid lessons learned on the USAID banks micro lending program ae (i)
finencdly sudanable and profitable micro lending programs in banks can  be
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implemented; (i) micro lending skills and sysems to manage micro lending portfolios in
an appropriate manner can be developed. It is regrettable that USAID did not continue this
successful effort in bank microfinance. As the Banque du Care example in Egypt shows,
potentidly such a program could have reached thousands of clients and could have become
acore business of the participating banks.

Box 4: Bank Engagement in Microfinance — the Example of Banque du Caire

In 2000 Egypt’s financia sector, which is dominated by state-owned banks, faced yet another near
crisis. A $600 million World Bank/IMF assistance package was needed to enable the government
to bail out again some bad performing banks. Since then the government has stood firm in its
commitment to stop rescuing bad performing banks.

Bangue du Caire's successful venture into microfinance might not have occurred if there had not
been a high-level politicd commitment to improve the hedth of Egypt's banking sector. Top-
management of the four state-owned banks, including that of Banque du Caire, was replaced by
high-caliber banking professionals who often had gained substantial experience abroad. These
managers were given a clear mandate: improve the financial position of the bank (or dse...).
Moreover, government pressure on these banks to make loans to bad-performing state-owned
enterprises also substantially decreased.

Banque du Caire had to make money in order to fulfill its new mandate. First of al this meant
cutting costs, re-engineering the bank’s internal operations, and making better use of its hundreds
of substantialy underemployed staff. Making money aso meant increasing revenue and lending to
ill-performing state-owned enterprises would not do that job. New target groups were sought.

With the financial support of USAID and the technical assistance of the well-known consulting
firm EQI, Banque du Caire engaged in microfinance. The formula was straightforward: training,
incentives, and marketing. Underemployed staff working in the 97 branches were invited to join the
microlending program and become dedicated loan officers. They were trained extensively and,
once active as microloan officers, received substantial bonuses based on performance. Bonuses
could be as high as one-third of base sdlary.

Many staff volunteered for this career option: over 660 by year-end 2003. They feel a sense of
accomplishment having shifted from being nonproductive employees to being highly productive
persons who are aso appreciated, notably by top management who have shown clear commitment
to and keen interest in the program. The criteria for evauation and appraisal of loan officers are
highly transparent, which is quite a departure from past experience.

In two and a half years, Banque du Caire has reached orer 45,000 active clients and a portfolio
outstanding of over $14 million. The portfolio at risk (over 30 days) is less than half a percent. The
client retention rate is on the low side but improving, indicating better responsiveness to client
needs. Banque du Caire confirms that the profitability of its microloan portfolio is more than
double the profitability of a norma performing loan portfolio in the best-performing banks.

No externa guarantees were used. The bank used its own funds for onlending and no externa
guarantees were used. The bank also pays the loan officers salaries and bonuses. The technical
assistance package cost a bit more than $1.1 million, or 2 cents per dollar disbursed, which is very
much in line with other downscaling programs observed in the world.

Current Engagement

With the exception of Alrafah bank — which has yet to make its firg loan — and the
microfinance program implemented by the Bank of Pdesine on which there was no
information available, there is no bank engagement in microfinance today. Banks Sate that
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under the current circumstances they are not prepared to invest thelr own resources in
microfinance (as they do not believe that the clients would be able to repay) but would be
prepared to channel donor funds to micro businesses provided they would bear no risk and
receive afee for doing so.

In effect, redity on the ground during the misson shows that some banks are instrumental
to a decrease in access to finance for private individuds and businesses. Apart from the
iIssue of the sdary transfer to over 150,000 government employees, (Jordanian) banks have
taken severa measures — in the apparent context of anti-money-laundering measures® —
that severdly impact the Pdestinian payment system and could grind it to a stand-ill:

= Redtrictions on cash deposits Only the account holder (or direct family in the firgt
degree) can deposit funds on his’her account. It is a common practice for Paedtinians
to do cash deposits on other peopl€'s account. For instance a cousin cannot deposit
funds anymore in the account of his aunt who needs funds.

This new regulation had an immediate impact on some MFIs as their borrowers do cash
repayments in the MFIs bank account in the bank branch. For now, they managed to
convince the banks to exempt the borrowers repayments from the new regulation.
Strict enforcement of this regulation would overnight result in loan portfolio qudlity
problems for the MFIs and severe lack of access to finance of the Paegtinian people as
awhole.

= Redtrictions on the use of endorsed chegques. Endorsed cheques are a commonly
accepted means of payment in the West Bank and Gaza. New (Jordanian) banks
regulations however dipulate that an endorsed cheque can only be cashed in by the
person/organisation to which it is endorsed. Although this regulation will not affect
MFI practices where borrowers repay using endorsed cheques to the MF, it will affect
the cash flow of the MFI clients and other businesses.

2.4.3 Alrafah Bank

Alrafah Bank was established by a group of prominent business people (see Annex 1 for
Oveview of Founding Members). The god of Alrafah bank is to become the first full
service microfinance provider in the West Bank and Gaza with operations in dl cities and
towns. The official goening of Alrafah Bank was on Sunday April 30, 2006. The bank has
for now one branch in its head office. A second branch is expected to be opened in Gaza
city in June 2006. Currently the bank has 52 staff of whom 15 are loan officer.

While the minimum capitd for a bank required by the PMA is USD 20 million, the pad —
in capita of the bank is USD 30 million. USD 12.25 million is contributed by the founding
members, while USD 17,75 million has been obtained through a limited public offering.
The public offering was over-subscribed: the USD 17.75 million available (17,550,000
shares of USD 1 each) were subscribed for USD 82 million. The bank allocated pro-rata to
the 19,000 subscribers. 14,600 subscribers received each about 700 shares (worth USD
10,2 million) while the remaining 4,400 subscribers received a higher amount of shares.
Some of these latter shareholders are related to the Founding shareholders, ensuring voting

131t must be noted though that these regulations are not implemented in Jordan.

38



mgority. The bank consders the high number of smdl shareholders as a dgn of
confidence in the Founding members of the Bank.

The datutes of the bank ensure tha the only Founding Members (15) of the Bank can be
Board members (9) for the firs 4 years to ensure drategic guidance. After this period
Board Members shdl be eected from the Genera Assembly of shareholders.

The IFC has financed some (limited) technical assstance worth about USD 40,000 to the
bank including: (i) a review of the bank’s busness and action plan; (ii) hdp with drafting
job descriptions of the key management podtions, and (i) review of and hdp with
devdopment of MIS system. Up to now the CEO of the bank has obtained dl the know-
how through a variety of mixed sources, notably from the internet.

IFC has dso financed a market study to be implemented by PlanetFinance, which will be
made available to the whole microfinance sector in the West Bank and Gaza

IFC is conddering a 10 percent equity stake but will engage in due diligence only when the
current politica gtuation stabilized. While IFC in other countries has taken higher equity
gakes in microfinance banks (up to 25 percent), PMA regulations prescribe that no single
shareholder (and affiliates) shal have more than 10 percent ownership of abank™*.

Using extensve credit scoring models and seeking a variety of guarantees, the bank plans
to offer a variety of loan products such as (i) investment loans (up to USD 10,000 for
group members, and up to USD 20,000 for individud loans with a maximum maturity of
36 months, (ii) working capitd loans for existing micro busnesses of up to USD 10,000;
(i) housng loans, mainly in rurd aess up to USD 10,000; (iv) consumption loans —
cdled ‘life improvement’ loans of up to USD 10,000 with a maturity of up to 24 months;
(v) possble ‘hedth’ loans in cooperation with Ministry of Hedth; (vi) ‘specid occason
loans of up to USD 1,000 for a period of 6 months, and (vii) ‘emergency loans of up to
USD 3,000 for a period of up to 6 months.

Projections and Needs

The Bank plans to reach 50,000 borrowers by the end of its fifth year of operations (i.e,
Mid-2011). It expects to have USD 100 million in loans outstanding then'. This is under
the ‘Normad Intifadal scenario. The Bank has no emergency case scenario but intends to
amend its business plan accordingly should such a scenario evolve.

The bank has a variety of needs in the area of funding and capacity building. The CEO
acknowledges that the bank does not redly need funding for capacity building as it can
obtain such services from its own recourses. However the CEO does need hep in
determining which services are appropriate and valuable to the bank and which ones not.
Ovedl, more focused long-term technicd assstance in managing and growing a
microfinance bank would contribute to the bank’ s potential for success.

4 The PMA however has already made one exception regarding Al Rafah Bank: the Nasir Hdin Group has
obtained permission to own 11.33 percent.

5 It is expected that up to 7,000 clients could be reached in the first year of operations, 50% in micro
business and 50% in retail (consumers).
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Guarantees

=  Guaantees. the CEO dates that (partid) risk sharing — on a declining basis - is an
urgent need, especidly in agriculturd finance. The bank has approached the KfW
initiated EP-CGF but has been for now rgected as one of the conditions for bank
participation in the CGF is that the bank has a track record. The bank would aso be
interested in donor (grant) co-financing with the donor taking the first loss.

= The bank dso is interested in lending to MFIs for onlending but would also seek
guarantees for such aloan.

Tentative Evaluation

As the bank yet has to make its firgt loan, it is difficult to evaluate and assess the impact of
Alrafah bank on the Pdeginian Microfinance Sector. A few remarks could be worthwhile
noting:

= The extendve credit scoring modds that the bank will use with the avalable
guarantees condiituting a mgor dement in the loan decison making, indicate that the
bank may not yet fully grasp that an essentid dement of banking is risk teking and risk
maenagement. This view is even more confirmed by the fact that the bank is actively
seeking dso donor funded guarantees for its lending. Tageting micro and smal
bus nesses however means taking caculated risk and pricing accordingly.

= It remans to be seen how committed the Board will be to the target group and the
inherent socid-commercid objective of the bank. Such target group commitment
would ental that the Board has a long-term drategic view and would be willing to
forego short term gainsin order to reach long term sugtainability.

= Potentidly — in the short term — the bank could become a ‘politicd’ instrument as
many Boad members have drong redions with the former government. A
microfinance bank has to charge high interest rates in order to cover its costs and risks
and it remains to be seen whether the Board will be willing to do so under the current
political circumstances.

The success of other so-caled ‘Greenfidd banks around the world — and notably the
ProCredit Bank Network™ - shows that target group oriented banks could be profitable and
reach thousands of dients with a full range of financid services of which credit is just one
(see Annex 2 for key loan datigtics of the ProCredit Banks). Key success factors for a
Greenfidd bank include (i) committed shareholders with a long-term socid-economic
objective; (ii) pro-active savings mobilizetion right from the dat; and (jiii) an able and
experienced management services company that would manage the bank and adso have an
equity stake in the bank.

Were Alrafah to be successful — and would it meet the above mentioned conditions for
success — it could potentidly have a grest impact on the microfinance sector in the West
Bank and Gaza It would be possble then that Alrafah could compete some MFIs out of
the market, especidly those that offer credit products that are currently aso offered by
regular banks. In other smal countries such as Kosovo or Bosnia, where Greenfield banks

18 \mww.procredit-hol ding.com
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were edtablished, the remaining MFIs ‘went back to ther roots serving those dlients,
especidly women needing group loans— that were not fully served by the Greenfield bank.

2.4.3 Savingsand Deposits

The success story of the savings and credit cooperatives shows that there is a need for
savings sarvices. Poor people can and do save they sometimes save informdly in groups,
or dore their excess liquidity in asssts such as gold (jewelery such as wedding ring,
golden teeth etc.). However storing savings in such assets has disadvantages. (i) the assets
are not dways safe (risk of theft etc); (ii) trandformation of the assats into liquidity is not
adways easy and often expensve, and (iii) systemic risk of obtaining a low cash vadue for
the assats in a Stuation that many want to sdll their assets at the sametime.

Not only PanetFinance (with IFC funding) but dso the UK Department for Internationa
Devdopment (DFID) are planning to implement microfinance demand dudies in the West
Bank and Gaza. Both will include the demand for savings and deposit services. As it is not
known to what extent the poor have dready depleted their savings during the Intifada, it is
expected that these studies would confirm and quantify the need for savings services.

The provison of savings as a convenient, rdiable service is currently not offered in the
West Bank and Gaza Banks have high minimum amount requirements and the poor often
distrugt the banks. Annex 4 shows an overview of the terms and conditions for opening and
maintaining savings accounts, term accounts and current accounts of 7 selected banks
operating in the West Bank and Gaza

To open a current account, banks require a person to have a minimum ranging from USD
200 to USD 500. Only the bank of Jordan has a very low minimum: USD 20. The minima
required b open a savings account are usudly lower and range around USD 100. It must
be noted though that a person must have a current account in order to be able to open a
savings account. The minimum requirements for term accounts agppear very high: mogt
banks require at least USD 5000 and some banks require even USD 10,000 as a minimum.
Only the Bank of Jordan hasa‘low’ minimum: USD 1000.

MFs legdly are not dlowed to take savings. The box beow shows that this may be an
gppropriate legidation in the current Palestinian context.

Box 5: When Should a Microfinance Institution Mobilize Savings from the Public'’?

As a source of commercid finance for microcredit ingtitutions, voluntary savings and deposits have
generated a lot of interest in recent years. Locally mobilized voluntary savings are potentidly the
largest and most immediately available source of finance for microcredit ingitutions. Mobilizing
such savings also helps meet the vast unmet demand for local savings services.

Three conditions should be met before a microcredit indtitution starts mohbilizing savings. Firgt,
profitable mobilization requires an enabling macroeconomy, an appropriate lega and regulatory
environment, political stability, and suitable demographics.

17 Source: * Introducing Savingsin Microcredit Institutions: When and How? - CGAP Focus Note 8, 1997
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The second consideration concerns the supervison of ingtitutions providing microfinance. To
protect their clients, especidly depositors, financial ingtitutions that mobilize savings should be
under government supervision. This, of course, requires a government that is willing to modify its
banking supervison system so that the rules for microcredit institutions are appropriate for their
activities, and to ensure that the supervisory body is able to monitor these ingtitutions effectively.

The third consideration concerns the history, capability, and performance of the microcredit
inditution. Before mobilizing voluntary public savings, a microcredit indtitution should have
demonstrated consistently good management of its own funds. It should be financidly solvent,
maintain a high rate of loan recovery, and earn attractive returns. A good track record is important
because in many countries low-income people have entrusted their savings to small, unsupervised
financid ingtitutions, only to lose their life savings.

Once these three conditions have been met, the microcredit ingtitution could carefully consider how
to mobilize voluntary savings.

The team recommends that MFls in the West Bank and Gaza should not mobilize savings.
Savings are a source of funds but MFIs could dso acess bank loans for onlending. In the
context of savings a a savice MHs could link up with banks and be an
intermediary/facilitator in the provison of savings sarvices. They could offer these services
to exiging dients — many of whom ae dready familiar with banks as the mgority of
clients do their repayments in a branch of a bank'®. There may aso be a large untapped
market among poor who do not wish to borrow but who do wish to save.

18 1n the past, some MFIs had loan officers collecting repayments and depositing these in the bank. This
however was not a secure operation and also open for fraud. Hence, the majority of clients deposits the
repayment in the bank herself.

42




3. Where arewe now: State of the Industry
3.1 Key lssues Faced by the Sector
311 Legal issues

The different MFls face different legd issues depending on their legd and indtitutional set-
up.

Microfinance Programsthat are part of alarger (more socially oriented) organisation
These include: (i) the Microfinance and Microenterprise Program (MMP) in UNRWA, an
UN organization; (ii) the HILP/PEOPLED program in CHF, an internationd NGO; and
(iii) the microfinance program based in ANERA, an international NGO.

In order to ensure financid autonomy as well as inditutiond and legd sudainability, these
microfinance programs based in larger socidly oriented organisations should be spun-off
into independent locdly registered and managed organisations such as NGO, company, or
regigered microfinance inditution, should such a legd form be deemed necessary in the
West Bank and Gaza®. Another, more conceptud argument for spin off or separaion is the
fact that the ‘mother-organisations are consdered rdief organisations and are assumed not
to be around indefinitdy.

Microfinance Programsregistered as L ocal NGO under the Ministry of Interior

The three NGOs concerned are: (i) ACAD; (i) ASALA; and (iii) YMCA. These NGOs are
formed under the Law of Charitable Organisations and Community Organisations (Law on
NGOs) and are registered a and overseen by the Ministry of Interior (Mol). Board
members are eected from a General Assembly. Some NGO MFIs have the same number
of Board Members as Generd Assembly Members while others have a larger Generd
As=mbly.

The CGAP January 2006 study®® quotes the following issues faced by NGO MFIs. “Firdt,
they are overseen by the Mol which is not the appropriate body to be regulaiing an
organization engaged in a financid busness. Second, the Law requires that dl legd
documents, including cheques be sgned by the Charman of the Board. Although it is
possble to delegate signature authority by means of a proxy, the Mol generdly does not
aoprove such proxies in practice. This redriction is extremdy limiting for the efficient
operation of any MFI, especidly for those with clients in multiple locations. Speedy loan
disbursement, which is a criticd concern for a microfinance client, is compromised when
cheque dgning is centrdized. Furthermore, the centrdization of lega auhority in the
postion of the Chairman poses a heavy burden on the Chairman who by Law may not be
compensated. Third, NGOs, by definition, are not dlowed to rase equity from investors.
Any increese in bdance sheat equity is limited to retained earnings and grant funds
received from donors. For these reasons it is unlikey that NGO MFIs will be able to

19 A CGAP team evaluated the MMP program of UNRWA in 1996 and one of the key recommendation
aready at that time was to take the microfinance operations out of UNRWA. At that time the management of
the microfinance staff was not free to hire and fire staff and to implement loan officer incentive systems
which are essential to loan officer performance and loan portfolio quality. The management of the
microfinance program used the CGAP recommendations to ensure managerial freedom in these two areas
which made the need for spin off at that time less urgent.

20 CGAP “Meeting the Demand for Microfinance in the West Bank and Gaza’; Xavier Reille, Mohammed
Khaled and Kate Lauer, January 2006.
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expand operations dgnificantly, which would be necessary, if these MFIs together would
want to meet the demand for microfinance services'.

The Miniger of Economy of the previous government has expressed his willingness to re-
register the three NGOs with the Ministry of Economy. Discussion with the three NGO
MFIs reved that they were keen to do so. It remains to be seen however whether such re-
registration would solve the issues raised above.

Microfinance Institutions register ed as Company

Two MFIs are registered as company. One of those MFIs, FATEN, is currently registered
a the Minigtry of Economy as a Not-for-Profit Company under the Gaza Companies Law.
The West Bank Companies Law has repeded its provisons on non-profit companies.
Asauming that the Pdedinian Authority will continue to harmonize the different Laws and
Regulations in Gaza and the West Bark, it remains to be seen how sugstainable FATEN's
legal statuswould be.

Cooper atives

The CGAP sudy dates that “dl cooperatives, including savings and credit cooperatives,
are currently registered with and regulated by the Ministry of Labour, the Ministry dso
regponsble for overseeing non-financid cooperatives’. The issues presented by savings
and credit cooperatives can be quite different from the other types of cooperatives,
especidly given the risks and responghilities associated with taking members savings. In
other countries the trend is to impose some prudentid regulation (athough not to the extent
of typica banking regulations as cooperatives usudly do not teke savings from the public),
and to assure that the regulatory body has the requidite expertise to execute prudentia
regultion effectivey”.

3.1.2 Governancelssues. The Need for Strengthening the Legal Framework

Microfinance best practices suggest that regulation and supervison only become important
once MFls gtart taking savings and depositsi.e., other poor people€' s money.

However, experience in the region as wel as in Paegtine, suggest that there may be more
reasons to regulate the sector. These include: (i) lack of clear legd enforcement of the
fiduciary responsbility of Board members and (i) lack of legd means to prevent Board
members from interfering in day-to-day operations.

Laws and regulaions do not provide clear and transparent options to hold Board members
of NGO MFIs (and aso non-for-profit MFIs) accountable (and liable) for their actions.
Although they usudly have some kind of ‘fiduciary’ or *’ trustee type of respongbility for
the — sometimes - millions of donors funds put into the MFl as capitd, in practice they
‘could take the money and run’ and there would not be an appropriate legd recourse to
sop them doing s0. Some MFIs have tried to address this issue by giving the donor
organisation that origindly funded the MH a seat on the Board (sometimes with a veto
vote). In practice, representatives of such organisations are not active and do not engage in
board meetings. Also, depending on the former (internationa) donor for governance is not
asudainable solution.



Degpite the fact that the Statutes of a NGO MH (or Company MFI) usudly limit the
powers of a Board to guidance on drategic misson and vison, gpprova of business plan
and budget, as well as hiring and firing the manager of the MH, in practice Board
members often interfere in day-to-day operations. The manager can try to stop such
interference but eventualy his pogdtion is a risk. Examples in the region are known where
Boards in effect have high-jacked the MFls.

The issues described above suggest that — even when MFIs do not take deposits and
svings — the exiging legd framework governing NGOs (and companies) should be
strengthened to ensure that dl parties (Board and Management) adhere to agreements made
in the By-laws when setting up the MF.

Holding Board members accountable to uphold the By-laws aso would mean putting some
minimum criteria on their skills and experience (comparable to criteria enforced by Centra
Banks around the world on education, skills and experience of Board members and key
manageriad aff). As a consequence the practice not to compensate Board members may
adso have to be reviewed. Finadly Board members require traning and manuds for such
training should be devel oped.

3.1.3 Grant dependency

The Pdeginian microfinance sector is fully dependent on grants from donors for loan
capita and in many cases dso (partid) operational cost coverage. Only one MFI, ASALA,
has recently concluded an agreement with the Dutch Cordaid for a four-year soft-loan.

CGAP edimates that over the past 10 years over USD 50 million has been invested in the
microfinance sector in loan funds and capacity building. USAID indicated to CGAP that it
hed approximatdy put in USD 30 million, making it the primary donor in the West Bank
and Gaza

Year end 2005, the aggregate loan portfolio outstanding was USD 38 million, which is
bascaly funded by donor grants. Hence USD 12 million remains as edtimate for past
investment in capacity building. This would be USD 1,000 per active dlient y/e 2005%%, or
30 cents per dollar outstanding.

Pollock edimates that dnce the inception of the Pdedinian microfinance sector over
170,000 loans have been disbursed with a cumulative amount of USD 180 milliorf?.
Investment in capacity building then would be USD 70 for each loan disbursed (or 6 cent
per cumulative disbursement volume).

The abundance of avalable grant funding in effect has hindered the development of the
sector towards a more commercia orientation. Anecdotal evidence suggest that some MFIs
have refused dtractive offers of soft loans from donors because of the availability of grant
funds.

L 1f we would exclude the recent influx of USD 8 million for housing finance through CHF and FATEN,
from the aggregate loan portfolio, an estimated USD 20 million would have been spent on capacity building,
approximately USD 1,800 per active client, or 40 cents per dollar outstanding.

22 UNRWA Microfinance Note prepared for the US Special Envoy for Gaza, JW Wolfensohn, June 2005.
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3.1.4 Client responsiveness and Market Fit

Although the sector as a whole has introduced new loan products (such as housing and
consumer loans), the MFIs offer smilar products group loans, very smal micro loans,
somewhat larger micro loans, so-cdled ‘fast’ loans for specid occasons for good clients,
as well as the above mentioned housng and consumer loans. MFIs tend to have smilar
terms and conditions and tend to compete on price. Competition based on product quality
or product design appears to be absent. It appears sometimes that MFIs try to fit the dient
into the loan product in stead of tailoring the product design to the client’s needs.

Given the limited Sze of the market, tallor-made products for instance at the sub-sector
level could enhance the competitive postion of a MFI. Adapting for ingance the
repayment schedule of a loan product to the cash flow dynamics of a sub-sector — such as
indance olive oil processng or chery tomato cultivetion — could benefit both the client
and the MFI.

The lack of credtive (loan) product design talored to the needs of groups of clients may
gem from the fact that MFs routindy do not engage in impact assessment or demand
surveys. A more mature sector would consder this a standard procedure. The initiative of
PanetFinance to hedp MFIs do impact assessment studies (and integrate such procedures in
normal operations) is hopeful.

Mot MFIs dso offer certain loan products that are smilarly offered by banks with the
sane tems and conditions such as pricing and the use of sday guarantees It is
acknowledged that the market is limited but it remains to be seen whether scarce donor
money should be used to provide loan products to target groups that banks serve out of
their own funds.

3.1.5 TheMantra of Sustainability —at what price?

The MHs incduded in the sector assessment ae al keenly aware of operationd
sudanability: the ability to cover dl operationd codts (including loan provisoning) out of
interest and fee income. They al fiercely want to protect their (donated) cheap capitd base
asthisisther only source of funds for onlending.

It appears though that operationad sustainability (or OSS operationd sdf-aufficency asit is
cdled in the West Bank and Gaza) has become an objective in itsdf and not a means to
achieve (financid) independence from donor funds and reach an ever increasng number of
clients. The vison is to become operationdly sudainable but a clear drategy on market
position, niche or vaue added vis-a-vis competition appears to be lacking.

Genuine sudanability requires profitability even dfter financing costs and inflation have
been accounted for. This concept is less well understood by the MFIs in the West Bank and
Gaza and often not even messured.

The mantra of operationd sugtainability has some — undesired for — consequences, which

gppear to be ‘indulged” by most donors without understanding the underlying factors (such
asyields):
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= Some MFs expecting (and getting) grant funding for invesments in human resources
such as training, as paying for this out of ther own income would affect sustainability
(i.e, higher costs and hence lower OSS). Investment in human resources should be a
norma operational cost. One mature and operationally sustainable MFl even asked for
funding for cars, which is also norma operational cost.

= Some MFs expecting (and getting) grant funding for branch expanson as invesment
in branches — a normd investment to increase outresch — would affect the OSS
negatively.

= Some MFIs turning down soft loan offers as it would affect OSS because interest
expenses would be incurred. If MFIs would use the FSS as benchmark indicator of
their performance, any soft loan would be welcomed as long as its price is below the
imputed costs of funds.

= Some MFIs not usng a generd provison on the performing part of ther loan portfolio
(s it would negatively impact OSS) while this is even in non-conflict environments a
norma procedure and even more important in high-risk environments like the West
Bank and Gaza

= Some MFIs becoming (single) donor dependent and as a result accepting donor
initiated projects or programmes without fully consdering whether such program
would fit the MFIs drategy of would affect the MFIs performance and image. The
donor dependence makes the MFIs vulnerable to politica influences.

3.1.6 The Emerging Humanitarian Criss— Emergency Case Scenario

Before the dart of the fiddwork USAID reguested the team to include in its new activity
desgn an emergency case scenario as USAID and other donors were expecting a
humanitarian dissster to evolve with the continued freeze on sday payments to
government employees and the reduction/suspension of donor funding to and through the
new governmen.

The team asked each MFI vidited for its projections under a so-cdled emergency scenario.
The team used the World Bank’'s scenario number 1V as guideline in its discussons with
the MFIs®; the stuation would deteriorate, with increased trade and labour restrictions and
sugpension of revenue transfers, reduced ad-flows resulting in subgtantial increase in
povety and unemployment Poverty would increese to 74 percent in 2008 and
unemployment to 47 percent. GDI per capita will be decrease from USD 1,657 (estimated
year end 2005) to USD 1,020 in 2008.

Mid-April, the United Nations published a scenario for the immediate future that was
worse than the World Bank's worst case scenario described above?. Early May 2006, the
World Bank admitted that its worst case scenario had been ‘too rosy’ #°.

Overdl the MHs appeared to be ill-prepared for the emerging humanitarian crigs. They
appeared not to have thought through the consequences and — as is shown in grgph 7 - were
expecting a gmilar ‘dip’ in ther number of active dients as the one resulting from the
April 2002 invason. The MFIs were aso not in Smilar date of panic as the donor

23 World Bank Economic Update and Potential Outlook — March 15, 2006.
24 pssessment of the future humanitarian risk in the occupied Palestinian Territory — UN — April 11, 2006.
% The Palestinian Fiscal Crises— World Bank — May 7, 2006.
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community — and appeared quite confident that they could handle the expected criss as
they had done 0 in the past. It must be noted though that several MFIs had aready stopped
making new loans or had subgtantidly reduced lending dready, especidly <sdary-
guaranteed loans. One MFI — CHF — had developed an emergency plan as well as concepts
for emergency loan products.

Graph 9: Projections Number of Active Clients under Emergency Case Scenario
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When asked about their needs in an emergency scenario, most MFIs requested coverage of
loan losses and/or operational deficits. Given the ‘mantra of sugtainability’ this should not
come as a surprise. Mogt of the MFIs appeared not have consdered the (humanitarian)
needs of their clients. However the misson triggered heated debate on the need for grants
versus loans in a dtuation of crigs and the team’s proposed emergency case new activity
design in the following chapter reflects the outcome of this debate.
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4, New Activity under Emergency Case: Microfinance in the Wake of Conflict:
Relief vs. Credit

4.1  Consequencesof Conflict
“The only thing worth doing isto live in peace and cultivate our gardens.”

Former U.S Secretary of Defense William Perry, The Aspen Institute, 1995- quoting from
Voltaire's Candide

The above statement illustrates the importance of proactive, carefully designed
interventions in today’s complex conflict environments. To act hastily or unwisely, Perry
argued, could create unintended, potentially severe repercussions. To do nothing or to
retreat could result in prolonged human suffering and the need for more extensive, costly,
and difficult involvement down the road?®.

Microfinance professonds operating in conflict environments vaue the essence of careful
and proactive handling of cridgs gtudions. In conflict areas where risk is unavoidable, an
incressng number of donors and practitioners initiste and continue microfinance activities
for various reasons®”:

= Patly, they may be driven by the opportunity to deliver products and services during a
period when demand is high and no other options exis.

= Some bdief tha microfinance presents a more sugtainadle and dient-responsive option
than does continued humanitarian assistance.

K aren Doyle, Microfinance in the Wake of Conflict Challenges and Opportunities, Microenterprise Best
Practices, July 1998.
“bid
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= For others, the chance to support economic activity and employment creation after
months or years of dagnation and to curtal spirding povety and further
marginalization of the poor are aso mgor motivating factors.

Graph 10: CONSEQUENCES OF CONFLICT

Conflict environments have debilitating consequences on development, As illustrated, the
impact goes beyond the depletion of economic and ingtitutional capital, to decreasing
socia capital through loss of trust, and the decline human capital through desth, loss of
self-esteem, and trauma.

In such gtuations, microfinance has been viewed as a multi-purpose tool. Whereas
microfinance predominantly serves as an effective economic development strategy, there is
also consideration of its use as a relief and surviva strategy in the immediate wake of
conflict.

Conflict dtrategies mirror normal microfinance strategies in many respects, but there are

some key differences. In conflict situations, strategies — and the programs that carry out
these strategies —tend to be implemented more flexibly to respond to changing

50



circumstances. Focus is greater on mechanisms to build trust among clients who have
suffered. Microfinance ingtitutions may offer lower interest rates, grace periods, loan
rescheduling, or other breaks building towards a state of normalcy.

4.2  Guiding Principlesfor Donor Interventionsin Conflict Situations™

Apply good practices. Microfinance good practices do apply to conflict-affected situations.
Core principles, such as maintaining high portfolio quality, applying market interest rates,
and planning for full cost- recovery, should not be compromised. Donors and their partners
must understand client reeds and their capacity to use financia services. Providing credit
to someone who cannot repay only creates greater vulnerability and insecurity.

In extreme cases of conflict where there is major loss of physical and financia assets, little
or no business activity, and high client immobility (due to curfews and enclosures) grants
may be the most appropriate relief instrument. However, experience from practice has
shown that any mixing of grants and loans has always resulted in very poor repayment for
the loans. This may destroy both the market and client discipline in the long term whenever
a project involving any type of credit fails. The ability to apply best practices may be
considered as a litmus test - if microfinance best practices cannot be applied, most likely
microfinance is not the best devel opment response.

Ensure separation between relief and financial services. Under conflict situations, it should
be clear when and where to utilize grants for relief activities versus offering financia
services. The line is drawn when mainstream microfinance practices may be difficult to
implement and relief grants may be more helpful.

Collaborate with stakeholders: CGAP and the World Bank designed the Microfinance
Investment Support Facility for Afghanistan (MISFA) to combine diverse donor funding
(DFID, CIDA, USAID) and goals in a single, flexible funding and institution-building
support mechanism. Over US $20 million has been invested following good practice
performance and transparency standards, without all donors having microfinance expertise
on the ground.

Be responsive to the local context: Volatile situations require donors to “tread carefully”
and be sengitive to local issues. Donors should be ready and accepting to sometimes work
in areas not controlled by governmental authorities

CHF International in Iraq (with consent by USAID) negotiated with
religious leadersin Iraq’ s southern holy cities to accommodate their
concerns about foreign aid workers and to ensure the safety of their staff
and partners.

28 CGAP/Direct: Guidelines for Donor Interventionsin Conflict Situations, Presentation for Microfinance
Donors, February 11, 2005
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4.3  Emergency ‘CredAid’ Program
4.3.1 When ismicrocredit an appropriate response?

For microcredit to be an appropriate poverty-alleviating, income-enhancing, socio-
economic tool, a pre-existing level of on-going economic activity, entrepreneurial capacity
and manageria talent is needed. If not, then clients may not be able to benefit from credit,
and will smply be pushed into debt. In a criss Stuation, with limiting paradigms,
microfinance may not be the proper remedial tool. This may be true in situations such as*®:

= |nan emergency or immediate post-emergency environment;

= For the chronically degtitute, credit is unlikely to succeed without pre-existing efforts
to reduce vulnerability and to build skills, confidence, and aminimal financia base;

» In severely disadvantaged rura areas lacking infrastructure, services and/or access to
markets.

Box 6: Reaching the Red Zone

With continued dramatic fiscal compression— or even partial solution to thefiscal problem- one
or more of the following is expected to occur in the coming months™:

A Humanitarian Crisis- under the pressure of loss of income, demand factorsarelikely to manifest
aswell, and the need for humanitarian relief may rise steeply. The most serious pressure point will
be Gaza, both because of the relative dependence on PA wages (almost 40 percent of those
employed in the Gaza Strip work for the PA, earning almost twice what private sector employees
do) and because of the Strip’ s dependence on a single supply passage which is subject to frequent
closure. With a partial solution to the fiscal problem, the economy would still experience a
dramatic decline over the coming eight months: by the end of 2006, average personal income
would decrease by 30 percent in real terms, unemployment would increase from the pre-election
figure of c. 23 percent to about 40 percent, and poverty levelswould climb from 44 percent last
year to 67 percent.

Rising Insecurity—Non-payment, part-payment or unequal payment of salaries could precipitate
breakdownsin force disciplineinthe PA security services; in the past year there have been many
instances of security personnel threatening or using forceto pressure the PA on salary and benefits
issues.

Institutional Dissolution— If the PA remains unpaid/minimally paid for several months, it may
ceaseto function: civil servants have already begun to withdraw their servicesin protest, and this
can be expected to intensify as personnel down tools and look for other ways to subsist.
International experiencein ‘fragile states' contexts showsthat mainstream institutional breakdown
isvery hard to reverse: complex structures such as school systems are not machinesto be switched
on and off at will*%.

29CGAP, Focus Note #20

30 source: World Bank Economic Update and Potential Outlook — March 15, 2006 and The Palestinian Fiscal
Crisis May 7, 2006.

Sl primary and secondary education, the PA employs amost 36,000 staff (72 percent of al education personnel),
runs 76 percent of all schools (1,679 of 2,209) and educates 70 percent of all school children. In health, 11,000

staff is employed to run 62 percent of all health facilities (800 of 1,290). These proportions are significantly more
pronounced if refugee camps (in which UNRWA delivers such services) are excluded.
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4.3.2 When should micro-grants be considered?

Micro-grants provide a safety net, and can be the first step in a strategy to graduate the
poor from vulnerability towards economic self-sufficiency. Those hit by crisis may need a
temporary safety net. The most vulnerable of this target group may be candidates for one-
off, targeted “safety net” grants that enable them to rebuild their livelihoods and replace
lost assets. Grant-based schemes may also provide a starting point to bring people to the
level where they can make plans and consider investments at a later stage.

However, grant support can create long-term dependence and distort the market for
microcredit. Below are guidelines to ensure that micro-grants complement, rather than
crowd out, commercial financial services and productive investments.

Box 7: Guidelinesfor Micro-grants

Micro-grants should:

= Bevery carefully targeted to those that microcredit cannot serve in a particular context;

= Beone-off, and include a*“ graduation” process to market-based mechanisms (mainstream
microcredit services);

= Be carefully structured and monitored, to ensure that they are spent as intended;

= Beaccompanied by training or mentoring, when grants are intended for productive
purposes;

= Require acash contribution of at least 5 to 10 percent of the grant value from the grant
recipient;

= Not finance investments that result in income streams that could be used to repay aloan
from a microfinance ingtitution.

Source: CGAP/DIRECT, Presentation for Microfinance Donors, February 11, 2005

4.3.3. GrantsversusLoansin the Palestinian Context

Successful responses to conflict require innovation and adaptation of microfinance best
practices. In the case of the impending crisis situation in the West Bank and Gaza, the design
of a relief package should be carefully implemented to mitigate against further industry decline
post conflict. As discussed earlier in this paper, whereas cases have been established for the
success of micro-grants as relief mechanisms, the meshing of grants and mainstream loans may
create long term repercussons on the sustainability of the industry. The Palegtinian
microfinance industry necessitates another type of intervention for the following reasons:

= Size and Maturity of the Market: The microfinance industry in Pdegtine is relatively smdll.
Any digortion may likely to bring the industry down. Additiondly, the mature MFIs in
Palestine have exerted tremendous effort to build a sound credit culture both internaly and
externdly.

= Redgance by Implementing Institutions : The success of any relief package has to receve
the seal of approval from al involved parties. The MFIs have clearly indicate that they are
unwilling to partake in any relief effort that may carry the imprints of micro-grants as this
will undermine the credit culture they have long striven to build.
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= Conflict Nature: Although the imminent new crisis is expected to last up to 18 months, the
genera continuing crisis of enclosures, curfews, dailly armed conflict, limited mobility and
displacement is indefinite in nature. Any grant-relief approach may be perceived as a right
by clients under the generd crisis situation.

Building on the above reasons, the design of the " CredAid" package is based on athree-tiered
approach. "CredAid" will serve three purposes:.

= Preserve the physica and financia infrastructures of the microfinance ingtitutions through
aloan loss recovery matching grant scheme;

= Provide short-term credit relief for existing clients to minimize crissimpact on depletion
of assets through a Socia Safety Net Loan Program

= Maintain basic subsistence needs for MFI clients through the introduction of socia safety
net credit cards

THE" CREDAID" RELIEF PACKAGE

L oan L oss Recovery
Matching Grant
Scheme

Social Safety Net
Loan?

Social Safety Net
Credit Card




4.4 CredAid Program Description
4.4.1 First Tier: Loan Loss Recovery Matching Grant Scheme

Target Group: Microfinance Ingtitutions (MFIs)

Purpose: Loan loss recovery and minimizing impact of asset depletion and large
operating deficits
Methodology: =  USAID grants MFIs 50% of estimated operating coststo cushion

off crisisimpact and ensure ingdtitutional going-concern assumption

» MFIswould enforce their provisioning, loan loss and write-off
policies

=  MFIswould implement the write-off policies throughout crisis
period (expected to exceed 10% of tota outstanding portfolio)

=  MFswould continue to implement stringent |oan loss recovery
methods through direct follow-up and collection.

= USAID will match value of recovered losses

Assumptions: »  Write-offs are done after 180 days of default
=  USAID will reimburse MFIsin two tranches:

o 1% Tranche 6 months after write-off
o 2" Tranche: 6-12 months after write-off

=  MFIswill develop their own internd adjustment policy to dedl
with the crisis Situation. This may include loan rescheduling, grace
period for repayments, reduction in interest rates charged on loans.

Duration: Q32006 — Q2 2009

Budget: USD 3 million for loan loss recovery matching grant and USD 1.2 million
for operating cost sharing. In principle al MHFs would quaify as the
objective of the loan loss recovery program is to preserve the microfinance
sector as awhole®.

32 The monthly operational costs (excluding loan loss provisioning) of the microfinance sector asawhole are
an estimated USD 300,000. A fifty percent coverage of these costs for a period of up to 8 months would
amount to USD 1.2 million. The estimated funding amount required for the loan loss recovery matching grant
is based on the sector’'s historical estimated aggregate loan loss of USD 5 million resulting the second
Intifada. If we assume an 60 percent loan loss recovery, USD 3 million would be required for the matching
grant.
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4.4.2 Second Tier: Social Safety Loan (SSL)

Target Group: » MFIs exigting clients
=  Minimum credit history of 1 year with MFI
»  Maximum loan received less than US$1,000 throughout credit
history
»=  Maximum household income US$600

Purpose: With the estimated depletion of assets, the cessation of economic activity
and continued limited mobility throughout the criss period, the SSL
would serve as safety net and would provide liquidity for the most
vulnerable of the poor clients served by the MFIs. This, in turn, will
strengthen the trust bases between the MFlIs and their clients, and would
minimize the psycho-socia factors that may lead this target group to turn
to less secular modes of financing. Most importantly, it would help the
MFIs maintain their asset bases in the long run.

Methodol ogy: = Loan range: US$600-1000 (optional)
»  Repayment grace period: 3 months (or longer, depending on
duration of emergency)
* Interest Rate charges: 0%
= Loan maturity: 18 months
= 34 baloon payments — depending on loan amount, paid quarterly
= Paalle loans
=  USAID will match 25% of al loans recovered by MFIs
» Clients are pre-approved for mainstream MFI loan products post

recovery period
Assumptions. » Estimated 10,000 clients to be served (60,000 family members)
= Higihility of clientswill aso be contingent upon repayment
history (less than 3% PAR > 30 days)
Duration: Q42006 — Q1 2008

Budget: US$10m + US$2.5m matching post recovery

4.4.3 Third Tier: Social Safety Credit Card

Target Group: MFIs existing clients with a monthly household income < USD 600

Purpose: Subsistence; Secure basic needs (food; education; hedth; shelter;
telecomy/utilities)
Methodology: » Credit card issued to clients for afee (ex. US$20)

= Client gets credit line up to US$500

= Credit card may be used to withdraw from ATM machines or
directly at Points of Sale (grocery stores; pharmacies; healthcare
centers, etc...)

»  Maximum withdrawa limit of US$50 per week

» Clients may pay into the account to maintain the credit line limit
(the US$500 limit) at any time

» Principa amount due in instalments and payable on a quarterly
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basis; 6 months grace period
» (0% interest up to 12 months; 8-12% annual interest charged on
credit amount thereafter (deducted upfront upon renewal)

Assumptions: = Credit limit may be renewable upon payment or if credit lineis
replenished by client

= Commercia banks need to be involved in servicing these accounts
(account settlements)®

» MFIsdisburse the credit cards directly to their clients

» MPFIsretain the cash contribution collected upfront from client
upon receiving credit card.

*  Only clients with impeccable repayment history are digible to
benefit from this service.

» MFIsreceive USAID grant earmarked for this activity

»  MFIs settle amount for prepaid credit cards directly with the
commercia banks.

»  Example: Issuing bank (master card/visa, etc..) issues 50 debit
cards for the value of US$500 each; the MFI pays the bank
US$25,000 + 1% service charge. Repayments may be made
directly with the partner banks.

» The card isacredit card from the point of view of the clients but
because the card is fully funded it is a debit card from the point of

view of the bank.
Duration: 12 months; subject to renewa
Budget: USD 5 million

Note of Caution

The SSL and SSDC must be carefully marketed by MFIs to ensure that such a micro-grant-like
program does not (at worst) compete with or undermine the mainstream, best practice
microfinance products, and (at best) is carefully coordinated with microfinance to provide an
eventual way out of grant dependence.

Both the duration and the purpose of these designed products MUST be carefully and clearly
defined to all stakeholders.

ReferenceLiterature

Reevant literature and examples are avalable on the USAID funded Microlinks website:
www.microlinksorg Two papers written under the Accderated Microenterprises
Advancement Project (AMAP) ae of paticular rdevance “Microfinance Research in
Conflict Environments: State of the Art and the Road Forward” (microNotes Issue number
29, and “Microfinance  Amid Conflict: Teking Stock of Avalable Literaure’
(microReport number 1%).

33Cairo Amman Bank would be interested to get involved as issuing bank. The cards will be issued in bulk
for a fee of approximately US$10/card. Cards may be issued with preset parameters by buying a "BIN"
number from issuing credit card company (Visa/Mastercard). Fee for buying "BIN" service is about US$15k.
"BIN" parametersinclude repayment structure, credit/cash withdrawal limitations, customized logo, etc...

34 hitp://www.microlinks.org/ev_en.php?ID=7121_201&1D2=DO_TOPIC

35 hitp:/Aww.microlinks.org/ev_en.php?D=7127 201&1D2=DO_TOPIC
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5. New Activity for Normal Case Scenario
51 Introduction

As the vulnerable target groups move beyond the conflict and begin to rebuild their lives,
they affirm that being held accountable for a loan and empowered to invest represent a
powerful return to normality. Many victims of man-made disasters feel that the most
important thing is to “ live in peace”". Where and when this sentiment exists, microfinance
can be and is an effective vehicle for improving clients’ economic well-being®®.

Stll, fundamentd differences exis between the dient market in a post-conflict Stuation
and that in a norma developing context. First, more people in the post-conflict society are
poor — a man-made disaster, such as a mgor conflict, makes the poor even poorer and
drops most of the middle class down. Second, more people turn to self-employment and to
the informa sector — some for the firs time and some only until the forma sector is
rebuilt.

Microfinance in a pogt-conflict context can be a multi-use tool. First, it can restat and
boost local economic development by providing access to financid services. Second, it can
be a component of the immediate post-conflict rehabilitation assstance.

5.2 Demand for Microfinance

Severa sources estimate that there are 150,000 to 200,000 micro enterprises (up to 70,000
forma and 110,000 informd). The number of informa micro enterprises appears to have
more than doubled since the start of the Intifada®’. This should come as no surprise as many
day-labourers working in Israd or in Isradi settlements lost their job and set up a business
to generate income for the household. While severd sudies assume that dl busnesses
need loans and should get loans, the assessment team strongly argues againg this. First of
dl, not dl busnesses want loans. the Massar 2003 study shows the following reasons for
not asking for aloan:

= No need (25.6 percent)
= Afrad of default (26.7 percent)
= Religious reasons (33.2 percent — 24 percent West Bank and 45 percent Gaza)

Second, not dl busnesses wanting a loan are digible for a loan as they may not have the
capacity to repay. With an increesng number of informa businesses, more businesses
compete for the same customer (who gets poorer). Under this reasoning, less and less
busi nesses become eligible for aloan, and in effect, the market may become smdler.

The Massar 2003 study shows that about 25 percent of micro busnesses would want a
loar®. If we assume that the number of informa businesses can only have grown since

36K aren Doyle, Microfinance in the Wake of Conflict Challenges and Opportunities, Microenterprise Best
Practices, July 1998.

37 Massar 2001 versus Massar 2003

38 |t is interesting to note that the Massar 2003 study showed that approximately 3,300 micro businesses had
loans in 2002, with about 27,500 wanting a loan. If we assume that half of those wanting loans would be
eligible (an optimistic assumption), there were 13,750 businesses wanting loans and being eligible for loans
while only 3,300 had loans. The MFI sector together at that time had about 12,000 active clients. The gap
between the number of clients served by the sector at that time, and the actual number of businesses having
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2003 (given the lack of job opportunities), a reasonable demand estimate would be 25
percent of the 200,000 estimate (50,000 potentia clients). Demand would be higher by at
least 25 percent if more Idamic finance products would be offered.

The above egtimates show that demand in the West Bank and Gaza is limited. 1t must be
noted though that the studies mentioned above only researched demand for credit for
enterprise purposes. Other types of credit are needed too (housing, consumer, leasing) as
wel as other financid services such as savings and depost services as wdl as remittances
which could be quite a sizesble market during and after the aiss. No demand estimates are
avallable on these type of services. There are an estimated 200,000 poor households but
relidble data are lacking on how many of these households benefit from savings and
deposit services.

5.3 MFI Projections

The MFIs were asked about their projections under the ‘Norma’ scenario. The scenario
used was the World Bank’s scenario “No Abrupt Change’®. The Stuation would be
continue to be as it has been over the lagt few years (with the exception of the Stuation
over the last period after the eection of the new Government). This scenario assumes a
return to 2005 practices: resumption of trandfer of revenue trandfer, continuation of border
trade management practices, and a gradud reduction of Paedtinian workers in Israd (or
|sraeli settlements) from 32,800 in 2006 to 7,400 in 2008. Under this scenario, poverty will
have increased to 51 percent in 2008 and unemployment to 34 percent. GDI per capita is
expected to decrease from USD1,657 year end 2005 (estimate) to USD 1,433 n 2008.
Under this scenario, the MFIs together expected to reach over 45,000 active clients year
end 2008 asis shown below.

Graph 11 Projections Number of Active Clients under Normal Case Scenario
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loans according to Massar, may be an indication of atargeting issue, raising the question whether MFIs target
the right people with the right products.
39 Economi ¢ Update and Potential Outlook, March 15, 2006
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5.4 Challengesfor the Microfinance Sector

In order however for the sector to meet its year end 2008 targets, it has to face and
overcome the chalenges as described in Chapter 3: (i) legd Issues; (i) governance issues —
the need for legidation; (iii) grant dependency; (iv) issues concerning client resporsiveness
and market fit; (v) over-emphasis on achieving operationd sustainability; and (vi) a lack of
bank engagement and bank-MHF linkages. These issues are common for a microfinance
sector operating in the consolidation phase of the sector and preparing to enter the
integration phase. The new activity design presented in section 5.5 will address the issues
mentioned above.

Box 8: Microfinance Industry Development phases

While each country has its own unique characteristics, by and large microfinance sectors develop
through distinct phases, namely start-up, expansion, consolidation and integration.

In the Start-Up Phase, semi-forma microfinance activities are introduced as experimental pilot
projects. In this phase initiad products are developed and tested in the market. The emphasisis to
build a human resource base capable of ddivering credit products that ensure good repayment.
Awareness is built that micro and small business entrepreneurs can be creditworthy. Some pilot
projects fail often due to low repayment while others have gradually discovered techniques that are
gpplicable to the loca context. In environments where microfinance is, initialy, legally not alowed
successful pilots often convince loca authorities to condone the activities due to the perceived
benefits for the livelihoods of poor households, employment generation and economic
development.

In the Expansion Phase, successful MFI's mostly concentrate on expanding the scale of their
existing operations. The success of their business model alows them to expand their activities and
to capture a large share of the potential market. Their success leads to replication by other
microfinance operators. The emphasis in this stage is on expansion of existing activities and on
resource mobilization to finance the expansion. The expansion leads to economies of scae and
higher efficiencies with the result that successful MFIs are increasingly able to finance their
operations through income generated from interest and fees. At this stage MFIs are till subsidized
by grants and soft loans to finance the expansion. The increased scale of operations requires further
ingtitutional strengthening particularly in the areas of management systems and procedures. At the
end of this phase MFls have captured alarge part of the market with their existing products.

In the Consolidation Phase successful MFIs start to focus on their overall sustainability. The
emphasis in the consolidation stage is on srengthening the ingtitution as a whole, and
organizationad formalization. Management oversight, organizationa policies, procedures and
systems are managed in a more formal manner. The microfinance sector aso formalizes by
gradualy establishing generaly accepted industry norms. Subsidies of donors of the sector are
diminishing in order to avoid continuous subsdization of inditutiond development. As a
consequence, MFls are required to further increase their productivity, to further expand in scale and
scope and to adjust their pricing policies to ensure pofitability and growth. At this stage, the
penetration rate of the existing target markets has become high. Increased competition requires that
products are made more flexible and oriented to customer demand. New products such as
insurance, consumer lending or house-improvement finance are introduced. In addition, some MFIs
start venturing in markets for microfinance that have been neglected. One important market is the
small business sector that has no or limited access to the formal banking sector.

10 support access to microfinance for the small businesses often translatesinto job creation for poor people that prefer
to be wage employed rather than to be self-employed
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In order for the sector to enter into the integration phase it is important that by the end of the
consolidation phase a special regulatory framework isin place that is conducive to the development
of the microfinance sector and allows for effective prudentia regulation by the Central Bank or
another relevant agency. The development of such regulations normally takes place before the end
of this phase when a critical mass of MFIsis ready to integrate into the formal financia system.

In the Integration Phase leading MFIs have become an integra part of the formal financia sector,
regulated by the Central Bank or other relevant agency and offering a range of demand oriented
products for the lower segments in the market. This integration is required for the sector to be able
to further finance their growth by attracting capital from commercia sources (savings deposits,
loans and equity). Instead of drawing on government, donor funds and subsidies, these MFIs
contribute to public funds by paying taxes common to the financial sector. The integration phaseis
characterized by transformation of MFIs into regulated financia ingtitutions, the disappearance of
subsidies for the microfinance sector; the up-scaling of microfinance indtitutions and the
downscaling d commercia banks that, due to an unsubsidized microfinance sector, are now able to
operate on a levd playing field*'. Licensed MFIs continue efforts to downscale their services,
especialy with respect to offering savings services to the very poor.

Formal financid inditutions will become increasingly engaged in microfinance by establishing
subsidiaries, separate banking units or other modalities to provide financia services to poor and
low-income people. Unregulated microfinance operators are moving towards formalization and
commercialization in order to be able to finance their growth by attracting capita from the private
capital markets and deposit taking from the public.

There is a genera consensus among key players in the field that the trend towards integrating
microfinance as part of the formal financia system will continue and eventualy prove dominant. It
is expected that the number of commerciad and regulated financia ingtitutions that provide
microfinance services will increase™.

5.5 New Activity Design
5.5.1 Guarantee Facility for Bank Loansto MFls

The MFs together expect to have an outstanding portfolio of approximatdy USD 64
million y/e 2008 under the ‘Normd Intifada case scenario. They would be serving
together over 45,000 active dients.

Table 5: Estimated Loan Portfolio Outstanding— 3 year projections

2005 2006 2007 2008

UNRWA 7,543,731 9,360,000 11,700,000 | 14,620,000
ACAD 2,933,595 3,500,000 4,200,000 5,000,000
PARC 1,949,555 3,569,956 4,595,241 5,419,048
FATEN 8,944,000 9,701,406 11,959,705 | 15,305,367
CHF 8,936,854 10,814,572 14,934,538 | 17,226,421
ASALA 1,589,398 1,558,855 1,826,467 1,984,366
YMCA 3,264,000 3,857,525 4,525,450 4,545,600
35,161,133 42,362,314 53,741,401 | 64,100,802

4 Seefigure 2

42 UNCDF Microfinance Sector Development Approach, 2004
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Allowing for excess liquidity in some MFIs, an esimaed additiond USD 24 million in
additionad loan funds would be needed for the MFIs to meet their year end 2008 targets.
Idedly, MFIs would tap on the excess liquidity in the Pdedinian banking sector, and
borrow from banks for onlending to the micro entrepreneurs. In order to create incentives
for a bank to make a loan to a MH, USAID could implement a (partid) guarantee scheme.
This would be a novd intervention in the Pdedinian microfinance sector and USAID
could set a new best practice sandard. Such intervention in the area of guarantees for bank
loans to MFIs, would achieve the following objectives.

Create commercid linkages between microfinance sector and the banking sector;
‘Free up’ scare donor grant money

Ingtil acommercid orientation and disciplinein MFIs

Enhance transparency and accountability of MFIs

USAID could explore two options to implement such a guarantee facility: (i) the Agency’s
‘own’ DCA program; and (ii) cregting a window in the European Pdedinian Credit
Guarantee Fecility (EP-CGF).

The Guiddines for the DCA date tha guarantee insruments can only be utilized when the
patner is a non-sovereign entity*®. This would be the case with banks in the West Bank
and Gaza. There is dready one example of the use of DCA in the West Bank and Gaza, the
agreement with the Bank of Jordan for loan guarantees on loans to smdl busnesses. This
program was recently suspended because of the political Stuation but a precedent has been
Set.

The DCA guarantees ‘only’ up to 50 percent of the loan amount. Given the economic and
politicd environment — even under more cam circumstances — this may not be enough of
an incentive (yet) to encourage banks to lend to MFIs. The team therefore recommends
USAID to obtain awaiver from DCA to alow for higher than 50 percent loan guarantees.

Therefore USAID could dso explore the option to cooperate with the EUR 30 million
European Pdedinian Credit Guarantee Fund, an initistive st up by the KfW and co-
financed by EIB and EU. The facility has concluded agreements with 5 banks for
onlending to small businesses and guarantees up to 60 percent of the loan amount*“.

The assessment team discussed the option to create within the EP-CGF a specia window
for bank loans to MFIs. The management of the EP-CGF is in principle favourable to such
a concept but dso indicated that it prefers to get is individua smal business loan guarantee
program fully operationd before it would consider guaranteeing bank loansto MFls.

If a specid window would be st up in the EP-CGF, USAID is recommended to implement
the guarantees on a declining bass, dlowing banks to get ‘used’ to lending to MFIs. The
guarantee could be up to 70 percent in the first year, 60 percent in the second year and for
instance 50 percent in the third year.

43 \www.usai d.gov/our_work/economic_growth_and_trade/development_credit/guiding_principles.htm

44 These banks are: Cairo Amman Bank, Bank of Jordan, Jordan National Bank, Bank of Palestine and the
Arab Islamic Bank.
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A Note of Caution

An intervention guaranteeing bank loans to MFIs may be premature as donor grant funds
gopear to be abundantly avalable in the foreseegble future. The largest microfinance
project in the pipeline is the UNDP-IDB project. The UNDP recently signed an USD 30
million project document with the Idamic Deveopment Bank, to empower deprived
families. USD 15 million of this project is dlocated for funds for onlending for the MFI
Ssector.

More-over, if the ‘Normd Intifadd scenario, would occur after the ‘Emergency case
scenario, USAID would have dready availed up to USD 15 million in loan funds for
onlending for the proposed socid safety net loans. MFIs would use the repayments of these
loans for regular operations.

Hence, a least USD 30 million is expected to be ‘pumped into the microfinance sector,
meeting the funding needs of the MFIs and — in effect — hindering norma microfinance
sector development and graduation towards a more commercia orientation.

However it is likely that the terms and conditions of the IDB project may not be acceptable
to some MHs for the following reasons: (i) IDB may require the MFIs to use Idamic
finance principles — which ae in effect more expensve to the borrower and logigticdly
quite cumbersome; or (ii) IDB may require the MFIs to engage in subsdized lending.

The table bdow summarizes some of the minimum and maximum required funding for the
guarantee facility under four different scenarios (i) emergency dtuation occurs (and
USAID makes up to USD 15 million in loan funds avalable) and IDB offer is attractive to
MFs (and makes USD 15 million in loan funds available (ii) emergency Stuation does
occur and IDB offer is not attractive to MFs (resulting in a funding ggp of USD 9
million); (iii) emergency Stuation does not occur and IDB offer is aitractive (resulting aso
in a funding gap of USD 9 million); and (iv) emergency Stuation does not occur and IDB
offer isnot attractive (resulting in afunding gap of USD 12 million).

Table 6: Required Funds for Guarantee Facility under Different Options

Funding Gap Minimum Maximum
amount needed amount needed
(if 50 percent (if 70 percent
guarantee) guarantee)
Emergency scenario does occur and
IDB offer is attractive to MFIs 0 0 0
Emergency scenario does occur and
IDB offer is not attractive to MFIs 9 million 4.5 million 6.3 million
Emergency scenario does not occur
and IDB offer is attractive to MFIs 9 million 4.5 million 6.3 million
Emergency scenario does not occur
and IDB offer is not attractive to 24 million 12 million 16.8 million
MFIs
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5.5.2 The Capacity Building Innovation Facility

A variety of capacity building needs were identified during the sector assessment. Some of
these are common to MFIs in the consolidetion phase of sector development, while other
needs address issues that should be resolved in order for the MFIs to enter the integration
phase. The needs identified during the mission can be categorized as follows:

Table 7. Categories and Examples of Capacity Building Needs

Category

Description — examples

Governance

Issues pertaining the ‘ownership’” and management of a MFI

Ddlinesation of tasks and responsibilities of Board versus Management
including the (re)drafting of a MFIs Statutes/Charter to ensure
appropriate oversight

Training of Board Members and General Assembly Members
Development of Board Member Training Manuag/Kits

Selection of Board Members

Legd and Ingtitutiona Spin off (CHF)

Product Devel opment

I ssues pertaining the design of loan products and terms and conditions that
meet the needs of the client group

Client needs assessment

Business (cash flow) cycle analysis of economic sub-sectors
Product development based on client needs; grace, maturity,
repayment schedule, interest and fees, guarantees

Product costing

Development (or re-introduction) of alternatives to salary guarantees
(Sub-) Sector Lending

Cooperatives

Strengthening cooperative movement
Expansion of the cooperative movement

Strategic planning

Strategic planning skills
Strategic planning facilitation

Legal issues

Legd status of microfinance organisations

Fisca status of microfinance organisations

Not for profit company lega form (re-instatement) or for-profit
company tax exemption

Pilotsand
experimentation

Demand study on savings as a service

If there is aneed for savings, design a program to increase the access
of the poor for savings services

Demand study for insurance as a service

If thereisaneed for insurance, design a program to increase the access
of the poor to such services

The capacity building needs are varied and MFI specific. Generd training courses or
workshops — which are being provided — will not be sufficient. More tallor made assistance
IS needed. However MFIs need to learn to integrate some capacity building activities that
they currently only do if grant funding is avalable in their day-to-day operations. For
instance, client needs assessment, product development and cogting should become routine
operations and — over time - be financed out of the MFIs operationa budget. The proposed
Capacity Building and Innovation Facility described beow — would expect MFIs to co-
finance ther own capacity building needs. This will demondrae and enhance ther
commitment to the capacity building.
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The Capacity Building and Innovation Facility will co-finance the MHSs capacity building
needs. Support may be in the form of financid or technicd assstance. The Fadlity will
dso fund pilot projects and experimentation especidly in the area of new product
development.

=  MF will specify the need; submit aproposa and budget (not more than 4 pages)

= |f the proposd is for an activity that over time should become part of MFIs operations,
the MFI should demongtrate in the proposa how it would do so over what time frame.
Up to 50 percent can be co-financed.

= Ceatan unique capacity building activities such as certain legd activities or a soin-off
could be co-financed up to 75%.

= Groups of MFIs — for ingance those facing the NGO transformation into (not for
profit) company — could submit ajoint proposal.

When evaluating and approving proposas, three principd criteria will be gpplied —
inditutional capecity, the qudity of the innovation proposed, and cost sharing—yproviding
a detailed format to guide proposd preparation. Given the governance issues faced by most
MFs, traning of Boad members and clear ddineation of tasks and responghilities
between Board members and management, could be a required activity that dl MFIs will
have to underteke in order to be digible for co-financing of any of the other possble
activities.

The Fadility will be promoted through a project web-ste and through bulletins and
invitation letters. Proposals will be recelved, reviewed, and approved for funding on a
rolling basis by a standing grants committee comprised.

The successes and lessons learned from the funded activities will be documented and
disseminated. While such dissemination will be senstive to confidentidity issues ad the
competitive nature of the MFIs, disssmination is criticd to ensure ongoing innovation and
expanson beyond the life time of the facility.

The edimated budget for the Facility is USD 3 million. This includes USD 500,000 to

assist CHF with the envisaged spin off and USD 500,000 for legd and regulatory work for
the sector asawhole.
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Chapter 6.  Evaluation of FATEN

6.1 Summary

Pdegiine for Credit and Development (FATEN) was registered as a non-profit limited
liability company with the Minigry of Judice in 1998. It began operaions officidly in
1999 dfter the spin-off from Save the Children to take over the group guaranteed lending
and savings program that was initiated in 1995. The daff has been entirdy locad since
inception, even under Save the Children. FATEN provides working capitd loans for
groups and individuds, as wel as consumer and home improvement loans for a totd of
goproximatdy 5,000 active dlients mosly women, with an outstanding portfolio of
US$10.1m by end of April 2006. Since its inception FATEN has disbursed over 71,000
loans with a vadue of USD 42 million. Ninety nine percent of dients are women. As of
today FATEN has 67 daff and 15 branches USAID has been the mgor financier of
FATEN and has provided over USD 4.2 million in grantsto FATEN

Table 8: Market Positioning *°

Environment Unregulated

Maturity Mature: 7 years

Scde Large: Portfolio of US$9.5m
Target Market Broad (>100% GDP per capita)

Table 9: Key Performance Indicators

2000 2001 2002 2003 2004 2005
# of Employees 82 84 79 77 57 66
Total Assets (US$) 3,570,000 | 5,134,000 | 5,460,000 | 5551,000 | 6,414,000 11,683,000
Outstanding Portfolio 1,187,000 | 1,454,000 549,000 1,261,000 | 2,383,000 8,944,000
(US$)
Active Borrowers 4,352 4,498 1,728 2,293 3,319 4777
PAR (>30 days) 21.58% 7.19% 22.45% 3.19% 2.03% 1.6%
Risk Coverage Ratio *° —- 110% 99% 180% 175% 190%
Write-off Ratio 0% 11% 24% 0% 0% 0%
Portfolio Growth 0.07% 20% -61% 130% 8% 275%
Asset Growth 47% 44% 6% 2% 16% 82%
Staff Productivity 66 58 35 30 58 72
Portfolio Yidd*’ 57% 54% 36% 24% 26% 18%
Operating Expense Ratio™ 76% 68% 0% 97% 47% 17%
0SS 69% 75% 41% 47% 66% 96%
FSS 59% 63% 38% 44% 57% 73%

45 Categories as defined by the MicroBanking Bulletin: Scale (outstanding portfolio US$): Large (> 8
million); Medium (2-8 million); Small (<2 million); Target Clientele (Average Outstanding loan/GDP_per
capita): Low-end: < 20% or average outstanding loan = US$150; Broad: 20% - 149%,; High-end: 150% -
249%; Small Business. 250%; Maturity (years of operation): New: 1-3 years; Young: 4-7 years, Mature: over
7 years.

48 Risk coverage ratio: loan loss reserves/portfolio at risk (>30 days)

“7 Portfolio Revenue/Average Gross Outstanding Portfolio

8 Operating Expense/Average Gross Outstanding Portfolio
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The microfinance environment in Pdedine is characterized by both market rate and credit
providers that are donor-fatigued and lend at low rates because of ether @) over-liquidity,
or b) developmental mindset that the poor are not bankable - with te later having a high
percentage of the aggregate outstanding loan portfolio*®. USAID has played a key role in
supporting the microfinance sector in Paeding, notably two out of three key market-
oriented MFIs (FATEN, CHF).

Key Strengths: FATEN is the sirongest of al MFIs operating in Pdedtine to date.
FATEN's key drengths include a very postive reputation in the community for serving
women, a wdl-esablished experience in group lending methodology targeting the
poorer segment of women entrepreneurs, a comprehendve individud  credit
methodology, an effective MIS, and very drong and systemized internd control
procedures.

Areas for Improvement: FATEN has opportunities to improve by formdizing the
Boad functions through internd rules and committees, developing a long-term
business plaT®, ensuring access to commercia funds to diminate totd dependence on
donor grants, increesng daff productivity, as wedl as diminating subgdized, riskier
product lines (consumer loans and home improvement loars).

Principal Risks (Emergency Scenario): The principd risks include downward
pressure on profitability with declining portfolio yidd, a dowdown of lending activity,
a soaring default rate, and pressure on management to ded with yet another unfolding
crigs due to the sugpenson of sdary payments, tax transfers and donor funding: while
the portfolio at risk over 30 days (PAR > 30 days) stood a 4 percent at the end of
April 2006, the PAR > 1 day stood at 24 percent. This is expected to spill over into a
PAR > 30 days asthe sdary criss continues.

49 Mainly due to housing loans provided by CHF and FATEN which constitute 30% of the aggregate
outstanding portfolio.

%0 The Board and management held a strategic meeting/retreat in Amman/Jordan in May 2006 as a precursor
to developing a 3 year business plan.
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6.2 Ingitutional Presentation: FATEN in a Snapshot

Mission

FATEN's misson is to drengthen the economic base of Pdedtinian micro entrepreneurs,
particularly women, through the provison of high qudity financid services suited to ther
needs.

FATEN's strategic goals are:

= To provide Paegtinian micro entrepreneurs with sustained access to financid services,
= To offer diverse credit and financid services,

= To maximize cogt-efficdency while providing strong dient-responsive services,

= To become afinancidly susainable inditution.

Loan products

FATEN offers nine loan products: Loans range from US$70 — US$15,000 with maturities
reeching a maximum of 48 months. FATEN only offers a grace period for its housng
loans. Interest charged on loans varies from 0.5% - 3.3% flat per month. Clients are dso
required to pay additiond loan gpplication fees. Annua effective interest rate ranges from
15% (housng and family loans) to 160% (fast/seasond loans). All loan disbursement and
repayments are done through four partner banks: Jordan Nationd Bank, Arab Bank, Cairo
Amman Bank and Bank of Pdegtine.

Graph 12: Evolution of Loan Portfolio Outstanding (in USD million).

10

2000 2001 2002 2003 2004 2005

Year end 2005, FATEN had a loan portfolio outstanding of USD 89 million. The rgpid
increese in loan portfolio outstanding was mainly due to FATEN receving a very large
grant from USAID (USD 4.9 million) that had to be disbursed within one year.

Legal form and supervision

FATEN is an independent, limited ligdility, non-profit company regisered with the
Minigry of Judice in 1998 &fter the spin-off from Save the Children. With the sole
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function of providing microfinance services to poor Pdegtinians, FATEN is not regulated
or supervised by any banking authority.

Ownership

As per the statutes of incorporation, FATEN is a non-profit limited ligbility company that
is owned byl6 founding shareholders (15 individuds + 1 representative of Save the
Children, U.SAA). The company’s capitd is US$10,000. Technicaly, Save the Children
(SC) has a 26% dake in the company with the remaining shares equdly distributed among
the founding shareholders. In redity, SC has paid in 64% of the paid-in capita as other
members have only paid in aminima amount towards that.

In the case of liquidation, al FATEN assets shdl be transferred to an inditution with
gmilar vison, misson and objectives. None of the assats shdl be didributed among
shareholders who will only be digible for recaiving the value of their paid in shares.

The Generd Assembly (which is comprised of the founding members) appoints the Board
of Directors to govern FATEN. There are currently 8 active Board members out of 9 (as
per FATEN'’s bylaws).

Table 10: Board of Directors FATEN

BOARD of Position Since Profession
DIRECTORS
Naser Abdul Karim Chairman 2004 Professor, Bir Zeit University
Nebras Bseiso Vice 1998 Palestinian Banking Corporation/Gaza
Chairman
Na ela Ayesh Member 1998 Director of Women's Affairs Center, Gaza
Sameer Abuzunaid Member 1998 Dean of Faculty of Commerce/ Hebron University
Hiyam Q& gour Member 1998 Women's Center for Legal Aid/ Lawyer
Mohammad Al-Sagga | Member 1998 Lawyer — Khan Younis
Abdel Kareem Ashour | Member 1998 Director of PARC/Gaza
Samir Abdallah Member 1998 Director of the Palestinian Economic Policy
Research I nstitute (MASS)

Networks and alliances
FATEN has been a member of the Paesine Microfinance Network and of the
Microfinance Network of the Arab Countries (SANABEL) since 2002.

Management Team and Structure

FATEN is headquartered in Ramallah with a network of 11 branches (served by 3 regiond
offices in Gaza, South - Bethlehem and Hebron - and North — Nablus, Tulkarem and Jenin)
covering more than 300 locations in the West Bank and Gaza.

FATEN is managed by a director with extensve experience in banking who joined in
March 2004. The managing Director is asssted by one of the most experienced and
competent management team in the fidd of microfinance in Pdedine. The management
gyleis participatory and the branch offices are largely operationdly autonomous.

FATEN is in the process of drengthening its operations team by recruiting a key
Operations Manager — a long-standing need for the inditution — as well as a Research and
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Devdopment Manager to handle new product development and marketing to better meet
clients needs.

Human Resources 2002 | 2003 2004 | 2005

Number of Employees 79 77 57 66

% Loan Officers 43% | 46% 53% | 56%
Audits and Reporting

Tdad Abu Ghazdeh & Co. has been gppointed as externd auditors as of financid year
2005 replacing Ernst & Young. The auditor peforms annua checks on accounts. Issues
rased in the Auditors  Letter to Management are considered immaterid.

Despite the fact that FATEN is aso subject to regular externd audits by Save the Children
and USAID - its largest funders — this right has not been exercised by these funders to
date. FATEN maintains its accounts in Jordanian dinar (JOD), but it uses U.S. dollar as its

reporting currency.
6.3 Loan Portfalio, Loan Products and Clients

Although the key MFIs present in Pdestine were higoricadly expected to serve reativey
different market segments based on their geography and target groups, these MFIs are
adopting the same drategies in their client outreach and product development. Not only are
most of the operating MFIs competing directly for a limited target group, they are dso in
direct competition with commercid banks that have recently seen the vaue of scaing
down their operations.

Intially, FATEN's market presence was focused exclusvely on low-income women
dients within a group lending methodology, but over the past two years this has
drategicdly shifted to include more registered businesses and even men. This shift has dso
compeled FATEN to offer products a subsidized interest rates (such as consumer and
housng loans) in order to compete with commercia banks that offer consumer loans at
lower rates with sufficent sdary-guarantees. The reasons cited for this shift in focus is
attributed to the following:

= |ncreased liquidity and donor pressure to spend, spend, spend in a limited timeframe =
high-end loans

» Fear of increesing default among nontguaranteed loans (as was the case following the
second Intifada and the 2002 closures).

= Attraction and availability of an extensve market for sdary-guaranteed loans,;

= Limited market for low-end group loans particularly targeted to women.

Portfolio Diversification: Products and Services

FATEN offers 9 different loan products covering a wide range of needs, as summarized in
Annex 5. FATEN plans to diversfy its product line further by introducing computer loans
and an adjusted group guaranteed loan dructure. FATEN dso plans to diminate the
compulsory savings component on it GGLS loans. The reason for this is two-fold: (i)
FATEN has no legd right to mobilize savings as a non-profit limited liability company;
and (i) clients use the savings a repayment tool towards the end of the loan cycle.

As discussed earlier, FATEN's portfolio jumped by more than 300% from 2004 to 2005
folowing a USAID grant injection of US$4.3m. With increasng liquidity, FATEN
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introduced the family, consumption and housing loans to serve a higher end of the market.
As is shown below, year end 2001 the bulk of the loan volume condtituted of group loans
(GGLS) and veay smdl individua micro-loans (Individud Loan | — IL1), year end 2005,
the bulk (75 percent) of the loan portfolio outstanding comprised of larger loans to not so
poor dients (housing loans and family loans).

Graph 13: Evolution of the Loan Portfolio Outstanding per L oan Product
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In terms of active clients, group borrowers and very smal micro busnesses taking group
loans or individud micro-loans gill  condtitute about 50 percent of active clients but the
trend in serving this clientele appears to be downwards asis shown in below:

Graph 14: Evolution of Number of Active Clients per Loan Product
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The bulk of the portfolio shifted to servicing loans larger than US$1,500, with more than
57% of the totd loans fdling under this caegory as is shown bedow. The annud
percentage rate (APR) on these larger loans is however much lower than the APR on the
group and micro-loans. In effect, the ‘larger’ loans to the not-so-poor people, are being
patidly subsdized by the income generated on the group and individua micro-loans. As

we will seelater, the overdl yield on FATEN's portfolio decreased.

Graph 15: Evolution Number of Loans per Loan Size
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Perhaps FATEN's shift to not so poor clients dso explains the development that nowadays
the mgority of clients live in the West Bank, while in the pagt this was the other way round
with the mgority living in Gaza

Graph 16: Evolution of Geographic Distribution of Clients
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6.4 Governance and Decision M aking

FATEN Organizational Annex#1
Chart

[ General Assembly ]

Board of Director J——
I

Managing Director J

Regional
Manager (3)

Data Entry &

Product ] Complementary

Development P
Specialist Actitvity Managr

Product c | t
Development omp eor?fgn aré
Officer(2) ctivity Officer (

Indvidual Loan
Officer GGLS Il

Field Promoter
GGLS | (42)

(1) Boxes with shadow Positions to be filled
(2) Though we have 9 Branches but we have only 7 branch Managers since Two Regional Managers also act as BM

Decision-making Process

The current decison-making process is centralized within the management team but very
actively supervised by the Board of Directors. The management team develops policies
regarding areas such as operationd dtrategy, new products, and policy amendments. The
Board of Directors reviews these policies and plans and keeps decisons a check if they
fed these do not serve the inditutions misson. However, the presence of certain members
on FATEN's boad may pose conflict of interest in the decison-making process as these
individuas dso serve on the Boards of competing inditutions. In certain areas, it may be
more effective if the FATEN's Board minimized its involvement and delegated these
decisons to management, especidly a the operations leve (product development, signing
of minor agreements, €tc...).

Save the Children, founder and largest shareholder of FATEN, is not represented on the
Board but has been congderably involved in drategic dliances (especidly with USAID) as
well as technicd capacity building. Given SC's experience in microfinance and its
extendve network of microfinance inditutions in the region, it would be highly vauable to
have them represented on the FATEN's Board. The Board's compostion could be further
enhanced by having more diversty among the members (such as legd, private sector,
banking backgrounds) as well as by expanding the Generd Assembly base. The current
Boad is comprised of 8 members dl of whom come from NGO and academic
backgrounds. The Board members have been involved with FATEN since its inception.

Governance Issues
Additiondly, to ensure the continuity and proper functioning of the Board, FATEN will
need to formalize the governance aspects. Whereas FATEN uses the Articles of
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Incorporation as the man reference for the Board's functions, it needs to develop an
elaborate Board manua that clearly defines the roles and respongbhilities of the Board and
the rdationship function with the manegement. The manud should adso include such
information as Board member terms, dections, and rotation, as well as the credtion of
functional committees.

Although the ownership of FATEN is technicaly clear, 26% of shares are owned by Save
the Children and 74% owned by the founding shareholders, there are some legd
ambiguities that should be noted. In case of disolution, the shareholders will be
respongble for the obligations of the entity in proportion to their paid-in capitd, which
they have not actudly pad. Furthermore, Save the Children’s involvement is not clear, but
a a minimum it was desgned to help ensure the presarvation of the ingditution’'s misson.
Again, FATEN should seek to widen it Genera Assembly base, pressure the members who
have not paid into the capital to do so or leave, and to incorporate member rotation policy
therein.

Management Information

The management team and Board have access to regular and complete quantitative and
quditative management information. All levels are informed of the drategic decisons
taken by the management and the Board. Although joint staff meetings are not possble a
the regional area-head office levels due to limitations in mobility (as a result of border
closures and difficulty in or ingbility to receive entry permits among magor areas within the
West Bank and Gaza), the management team meets on a regular basis and is proactive in
decisionmeaking.

Planning

FATEN has operated without a Business Plan since 2002. The period between 2002 and
2004 proved criticd for the inditution as FATEN undewent a mgor change in
management as the founding Director resigned from his post. At the same time, FATEN
got hit hard in 2002 during Operation Defense Shied with a 60% drop in portfolio activity
and a sharp increase in PAR to 22%. Stll, the strength and resllience of the management
team helped FATEN recover fairly quickly.

FATEN's Board and management team held a drategic planning retreat in April, 2006,
which resulted in formulating a 3-year Strategic Plan. Despite the politicd and economic
uncertainties that are characterisic of the Pdedinian market, FATEN's drategic plan
should serve as a good reference guide to the governing body as it delinestes various
scenarios and courses of action for each.

6.5 M anagement and Human resour ces

Given the limitations that the inditution continues to face, FATEN has a strong human
resource base. The management team and staff can be characterized as a good turnaround
ingrument for keeping the inditution dive during two major crises in 2000 and 2002 (as
well as a current unfolding mgor politicd and economic crigs). The management team is
cohesve and decison-making is participatory with reative autonomy given to the regiond
managers. The team is drong operationally, but key improvements could be marked in
aeas of product deveopment, maket pogtioning, as wel as funding and liquidity
management.
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Stll, technicdly, FATEN could inves more in building the fidd daff technica cgpacity to
handle project and market andyss more efficiently and effectivdly. FATEN offers an
acceptable salary and benefits package, but it could better be adjusted to account for
increesing cost of living. Additiondly, the bonus criteria for loan officers can be better
adjusted to push for higher gaff productivity. Under the current policy, the star loan officer
may only receive up to 50% of the monthly sdary in bonus. The bonus is linked to three
criteriac (i) increesing outstanding portfolio baance by a least 10% from previous period;
(i) increasing the number of active clients by a leest 25% with concentration on GGLS
loans, and (iii) no delinquency on issued loans.

While these criteria are redivdy vague and expandve, they do not reflect on higher
productivity among daff. FATEN needs to examine its lending drategy over the coming
period and to build an incentive sysem that would contribute to reaching the inditution’s
gods.

Table 11: Human Resource Overview FATEN

y/e 2003 y/e 2004 y/e 2005 31/03/2006

# Total Staff 77 57 66 69
# Staff hired during period 11 8 16 5

# Staff who left during period 11 28 7 2
Turnover Rate (Staff who left/total) 14% 4% 11% 3%
# Loan officers 35 30 37 37
% L oan officers/total staff 46% 53% 56% 54%
# Admin staff 19 9 9 10
% admin staff/total staff 25% 16% 14% 15%
# frontline staff 7 6 7 8
Annual loan officer salary (US$) 3,600 4,200 4,800 4,800
Annual loan officer benefits (US$) 1,764 1,872 2,076 2,076
TOTAL annual LO salary & benefits (USD) 5,364 6,072 6,876 6,876

6.6 M 1S Management Information System

FATEN has developed an in-house loan tracking system, “Al-FATEN”. The system is
flexible and user friendly with capacity to absorb severd products and variables. It uses
MS-SQL as daabase engine and MS-Access as frontline inteface The system in
centrdlized in Ramdlah and is connected with the 4 regiond branches in Gaza, Bethlehem,
Hebron and Nablus through leased lines.

The system generates dl key portfolio reports at different branch levels. Report can easly
be obtained for any period and track different parameters such as products, clients, field
daff etc. Although AIFFATEN supports it, data pertaining to financid projections,
busness andyss a the client leve is not yet available. The sysem supports good access
controls and has adequate back-up procedures, which ensure data security and limit data
loss or manipulation.

The current accounting system is computerized but not integrated with the loan tracking
sydem. The sydem generates dl financid Saements on a monthly bass as wdl as
andyticd reports with financid ratios. The finance depatment conducts frequent
reconciliation of cash and loan portfolio balances.
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Although AI-FATEN has been sold to 4 other MFIs in the region, and while the IT gaff a
FATEN continue to provide technica support to these MFIs, the revenues generated from
this as a percentage of totd revenues is minimd. Additiondly, with the lack of an
extensve MIS manud and source-code for the system, there could potentidly be a one-
person risk. The MIS department is in the process developing a new system that takes into
account integration of financid and accounting data and supports offline decentrdization
with branches.

In generd, FATEN has one of the best information systems available in the region. Data
and reports are generated in timely, accurate and frequent manner and could be designed to
meet various needs.

6.7 Risk Management

FATEN has a good interna control system with opportunities for continued improvement.
All basic procedures and internd controls are documented in various manuas and reports.
Whereas al procedures are wel understood by dl saff, there exist notable inconsstencies
in implementation as defined by the interna control reports.

FATEN separates duties for client sdection, gpprova and recording of loan transactions to
minimize potential fraud risk. All disbursements and repayments are made through partner
banks, diminating cadt+handling risk. To limit credit risk, extendve group and individud
client vigts are conducted by severa levels a the branches. Approva of loans is dso done
by acredit committee,

Although there are no stated controls for poor performance, FATEN activedly monitors the
employee performance, especidly a the fied levd. Loan officer peformance is measures
on an ongoing basis as part of the portfolio management and incentive scheme.

An interna audit department was set up in 2004 with two knowledgesble staff members
operating in Ramdlah and Gaza and reporting directly to the Managing Director and the
Board of Directors. The internd audit procedures are well documented by a manud that
was recently developed by Price Waterhouse Coopers. The Internal Auditors follow an
annua audit plan that is approved by the Board of Directors. They conduct periodic fied
vigts to clients and branches and provide observations and recommendations pertaining to
incongstencies and gaps. The audit reports are submitted on a quarterly bass, and whereas
they provide vauable recommendations for improvements, they have not been adequately
followed through.

FATEN has diminated cash handling risk by building strong relations with partner banks

for al disbursements (made by checks to clients) and repayments. FATEN <aff is not
required to handle cash except for minor petty cash a the branch level.
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6.8  Portfolio Quality and Provisoning

Table 12: Key Portfolio Quality Indicators

2000 2001 2002 2003 2004 2005
# Active Clients 4,352 4,498 1728 2,293 3319 4777
Outstanding Portfolio 12 14 0.5 13 24 89
(EOP, US$Hm)
PAR >30 day 21.6% 7.2% 22.6% 3.2% 2.0% 1.6%
Write-off ratio>" (>180 0% 11% 24% 0% 0% 0%
days)

Despite the difficult operating environment for FATEN, it has managed to keep a relatively
clean portfolio. The portfolio qudity took a dip in 2000 and 2002 following the second
Intifada and the re-occupation of the West Bank by the Isradli Military Forces, but quickly
recovered to regain its srength over the following three years. As a result of the 2002
events, the write off ratio jumped to 24%°2. During this period, FATEN took severd
measures that contributed to the recovery:

=  More gringent follow up on bad loans by field staff
= Sgnificant dowdown of disbursement activity in 2002 to focus on collections
= Tighter client sdlection and tougher collateral and guarantee requirements

The improvement of loan portfolio qudity notwithstanding, FATEN more than tripled its
average loan dze, focusng 75% of its portfolio on a smaler number of clients. This would
prove to be a detrimenta srategy for FATEN, as the unexpected government employee
sdary mayhem unfolded in the 1% quarter of 2006. FATEN is expecting to lose at least
10% of its portfolio if the salary crisis extends beyond the 2" quarter.

Although FATEN has a good risk coverage ratio (150% on average) that is adequate
enough to cover its losses, the decison to suspend the write-off policy might ham the
indtitution if it is not amended to respond to the operating environment. The risk coverage
ratio will need to be revidted in the emergency case scenario as the PAR (and loan losses)
are expected to increase threefold.

As of April 30, 2006, the loan portfolio quaity was beginning to get tarnished with the
unfolding sday criss While PAR® (>1 day) was about 28% (affecting mostly the
Housng and Family Loans), PAR >30 days 4ill remaned reatively low a 4% — thisis
expected to triple if the crisis remains to be unresolved over the coming 2-3 months.

Provisioning

FATEN applies a generd provison of 3% on the performing part of its portfolio, or takes
provisons on the MIS ageing report — whichever is higher. Based on discussions with
senior management staff at FATEN, at least 10% of the portfolio is expected to be stricken
off as non-performing loans following the sdary criss FATEN management ensures that
the write-off policy that was suspended in 2003 will be re-ingtated in 2006. The portfolio

1 FATEN’ s Board made the decision to suspend the write-off policy as of 2003. The management is
considering re-instating the write-off policy by end of 2006.

2 FATEN has succeeded to recover at least 75% of this amount.

®3 The remaining balance of outstanding loansin arrears
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qudity of dl MFIs operating in Pdedtine is expected to be adversdy affected as the
dtuation deteriorates. However, given the redlience and turnaround experience that
FATEN gaff hasin the fidd, the portfolio is bound to recover in the medium run.

6.9  Funding and Liquidity

FATEN has been financed predominantly by donated equity provided ky USAID provided
through Save the Children for loan capitdl, fixed assets and operating expenses. During
2005, FATEN sgned another grant agreement with USAID (through Save the Children) of
USD 4.95 million to be fully injected by September 2006. In 2005 FATEN aso received
the firs non-grant, a quas-debt fund of USD 200,000 from the Idamic Development Bank.
The term for the soft loan is 4 years, with 0% charge. This loan could be converted into
equity at the end of the period.

With donor grant funds still ébundantly avalable®®, FATEN will continue to tap into the
grant funding maket to finance its portfolio. FATEN management is adso willing to
explore commercid funding as a dep towards edablishing a credit higory in the
commercid maket. This would be a very podtive move toward diversfication of funding
sources, especidly in light of the uncertainties governing donor intentions, policies and
requirements.

FATEN invests 75% of its assts in it loan portfolio while maintaning the remaining

portion in liquidity. In comparison to wel peforming MFIs, this is quite a low rate, and
FATEN should seek to utilize its assets more efficiently in itsloan portfolio.

Graph 17: Evolution of FATEN’s Capital Structure (funding structure) in USD million
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** UNDP and |DB are expected to pump 15 million into the market in as of 2006; USAID over US$20m.
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Asset/liability Management Procedures

FATEN does not have any mgor risks regarding asset/liability management procedures.
FATEN has rdativdy no long term liabilities — with the exception of the USD 200,000
IDB loan which is an indgnificant 14.6 percent of tota equity. Its portfolio is 70% short-
term with approximatedy 30% of the portfolio in principd ingadments due beyond 12
months. While dmogt dl of the financing resources are long term in equity, FATEN has no
potentiad maturity mismatches.

FATEN projects cash flows on a monthly bass for the year usng the MICROFIN model
deveoped by CGAP. Monthly disbursements and repayments are updates based on
expectations from branches. Disbursements and repayments are st in specific days of the
month in order to facilitate and monitor the cash flow process. FATEN certainly does not
have a liquidity problem. In fact, it is over-liquid, which has prompted it to shift to less
profitable loans (housing, family, NGO/Staff loans) in the past.

As a prudent liquidity measure, FATEN generdly seeks to have cash on hand of not less
than 5-10% of its portfolio. However, cash on hand since 2001 has averaged 25%. This
rate is conddered to be high by normd liquidity standards, but is understandably prudent
falowing the Intifada crises periods and the increasing PAR. This can dso be atributed to
ardic donor behavior of pumping large cash disbursements with little underganding to the
absorptive capacity of the inditution.

This high liquidity leve is expected b continue well into 2006 as a new criss unfolds with
the new government. Criss notwithstanding, FATEN can afford to utilize its cash more
efficiently towards its loan portfolio through developing a wider base for sector-specific
products and new clients.
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6.10 Efficiency and Sustainability

Table 13: Key Productivity and Sustainability Indicators

RATIO® | 2003 | 2004 2005 | Q12006 | Formula

Productivity

Staff Productivity 30 58 72 71 Activeclients/ total
# staff

Loan Officer Productivity 65 111 129 133 Activeclients/ Total
# Loan Officers

Profitability

Avg. Outstanding 550 718 1872 1916

loan/client

Portfolio Yidd>® 24% 26% 19% 16%°" Portfolio revenue/13-
month average gross
outstanding portfolio

Operating Expense Ratio | 97%? 47% 17% 8%°° Operating expense /
13-month average
gross outstanding
portfolio

Loan Loss Provision (22%) (2%) 3% n/a Net |oan |oss expense

expense ratio / 13-month avg. gross
OP

Outstanding Loan 23% 3% 4% 2% Net portfolio/total

Portfolio/Total assets assets

PAR (>30 days) 2.3% 0.9% 1.6% 4%

Operational self- 47% 66% %% 117% Total Operating

sufficiency Financial Income/
Total Operating
Expenses + Provision
for loan losses

Financial self-sufficiency | 44% 57% 3% 5% Total Operating
Financia Income/
Total Operating
Expenses + Cost of
Funds

Efficiency

In comparison to peer MFIs in the region, and by international standards, FATEN has low
productivity ratios. With its current staff structure, FATEN can handle a bigger casdoad.
Loan officers have on average a casdoad of 110 clients, compared to a standard average of
250 clients. Despite an increesng volume of outstanding portfolio per loan officer, this
does not necessarily reflect higher efficiency and wider outreach as the growth is a result
of aggnificant increase in loan amounts to a smaller segment of dients.

°5 End of period, unless otherwise stated.

%8 Prior to the 2002 crisis, portfolio yield exceeded 45%
7 Annualized

%8 Annualized
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Operational and Financial Self-Sufficiency:

FATEN was at the brink of reaching operationd sustainability (96%) by the end of 2005.
This was quite a legp from 2003 figures with the operationa sustainability stood at less the
50%. This improvement is due to an expanson in loan portfolio following the 2002 events,
as wdl as a declining operating expense ration from a record high of 97% in 2003 to 17%
in 2005. The reason for such high operating cost in 2003 was due to a conservative loan
disbursement policy as well as the downscaing of outdanding loan portfolio in 2002.
Additiondly, FATEN mantaned its loyd doaff during this difficult period, which
pressured the expense ratio further.

The difference between the operationd and financid sudainability ratios for FATEN is
notebly high in 2005°°. FATEN management considers a 12% cost of funds as a proxy
when cdculding the financda sudanability. Stll, the differentid is much wider than the
cost of fund adjustment. This can be atributed to a subgtantid jump in portfolio growth (by
more than 250%), while the concentretion of loans shifted to lower yidding loans (family,
consumption and housing), with APR roughly around 15% in comparison to a much higher
yield on portfalio in the previous years (57% in 2001; 24% in 2003).

Portfolio Yield

Portfolio yidd was reaively congant in the earlier years of operations, hovering a 54%,
but took a considerable downturn to around 25% as the impact of the second Intifada and
the reoccupation of the West Bank in 2002 seeped in. With the dowdown of lending
activity and increesng loan defaults, the overdl profitability dipped. The portfolio yied
continued to drop consderably despite the rapid increase in portfolio growth. This was due
to a dhift in lending drategy focusng on larger loans with lower yidds in response to
donor pressure to disburse and to increasing competition from the microfinance and the
formal banking sectors.

FATEN should monitor its portfolio yied carefully, as a continuing decline would have an
adverse effect on the inditution's sugtainability. Efforts should be focused on increasing
the volume of higher yidding loans and reducing the less profitable ones (such as
NGO/Staff loans, housing and family loans).

Operating Expense Ratio
The operating expense ratio has dropped considerably, from 90% in 2002 to 18% in 2005
as the portfolio growth outpaced the growth in expenses over the same period.

Loan Loss Provision Expense Ratio

Barring the political events of 2000 and 2002, FATEN maintained a good qudity portfalio,
keeping the LLP ratio a check. The loan loss provision expense of 3% is within the
industry norm, but this is expected to triple should the politicd and economic Stuetion
worsen even further.

%9 FATEN management considers a 12% cost of funds as a proxy when cal culating the financial
sustainability.

%0 FATEN increased its LLR from (3% to 5%) or the aging report whatever is larger during the period 2000-
2002 as areaction to the intifada.
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Profitability Outlook

FATEN's profitability outlook raises some concens, as the profitability level is expected
to decline further in the short run should the politicadl and economic crises continue beyond
the current levd.

= A reduction in the interest rates charged to clients in case of a continued emergency
scenario will bring down the portfolio yield even further.

=  Opeding expenses will increase as portfolio growth dows due to limited lending
activity.

6.11 FATEN’sProjectionsunder Different Scenarios
FATEN has posed 2 scenarios for the next three years:

Normal-Conservative Scenario: No mgor or unexpected change in economic and
political variables. Under this scenario, FATEN expects peformance and activities to
evolve with an average growth rate of 25%, while maintaining a cleen portfolio with an
average PAR >30 days of 2.5%. Given FATEN's high liquidity it would only need USD 2
million in additional funds for onlending.

Activity (year end) 2006 2007 2008
# Active Loans 6,600 8,554 10,137
Tota Loan Portfolio (US$) 9.7m 12m 15m
% Portfolio Growth -- 23.3% 28%
PAR (>30 days) 2.3% 2.6% 2.7%
Loan Loss Reserve Ratio 3.2% 3.4% 3.6%
Loan Write-off Ratio 1.5% 1.5% 1.6%

Negative Scenario: Sday crigs continues beyond 4 months, disbursements come to a
close hdt and default sharpens as clients cease to pay due to lack of market liquidity. The
entire Palestinian economy is hit. Under this scenario, there will be no red growth in
clients or portfolio, with loan losses exceeding 10%. The impact of this scenario is
expected to last for at least 24 months.

Activity (year end) 2006 2007 2008
# Active Loans 4,335 3,996 5,024
Totd Loan Portfolio (US$) 8.5m 8.5m 9.8m
% Portfolio Growth -5.4% .10% 17%
PAR (>30 days) 10.3% 7.6% 4.5%
Loan Loss Reserve Ratio 10.3% 10.4% 10.6%
Loan Write-off Ratio 5% 3.5% 3%

In the case that FATEN would implement the proposed emergency new activity design, it
would as a maximum require USD 4 million in funds for onlending. This caculation
excludes FATEN's excess liquidity and is based on the assumption that dl the 2, 668
GGLS clients and those clients taking the Individua | loan product (443) would be digible
(as they are assumed to have a household income of less than USD 600 monthly).
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Chapter 7. Evaluation of CHF-ACP

71  Summary

Table 14: Market Position CHF-ACP®?

Environment Unregulated

Maturity Mature: 11 years

Scde Large: Portfolio of US$9.5m
Target Market Broad (>100% GDP per capita)

Table 15: Key Performance | ndicators CHF-ACP

2003 2004 2005 31/03/2006
# of staff 27 23 32 32
Outstanding Loans 4,707,385 6,344,818 8,937,117 10,523,285
Active Borrowers 2,312 3,130 3,697 4,206
Percent Borrowersin Gaza 89% 82% 4% 71%
PAR (>30 days) 5.92% 2.64% 1.50% 2.35%
Risk Coverage Rati 0°° 6.88% 6.15% 10.23% 9.27%
Portfolio Growth 22% 35% 41% 18%
Operational Self Sufficiency 55% 93% 93% NA
Financial Self Sufficiency® 33% 4% 53% NA
Portfolio Yield 8% Do Do NA
Staff Productivity 85 136 115 131

Key Strengths. The Access to Credit Program (ACP) of CHF is an experienced and
grong program in the area of house rehabilitation loans serving household living below
or just above the poverty line. It has an unique loan product that is accompanied by
engineering advice for the dient concerning the construction work to be financed. ACP
has a srong market postion in this aea and a wedl managed sysem for loan
gpplication, disbursement and follow up.

Areas for Improvement: The ACP is yet a lending program implemented by a larger
multi-facetted internationd NGO but has systems, people and CHF HQ commitment in
place to trandorm (legdly and inditutiondly) into a separate microfinance
organisation under more dable politicadl and economic circumgtances. In order to
achieve full finencd sudanebility — and independence from donor funds — product
and target group diversfication is essentia (which ACP dready dtarted doing so) as the
yidd on the housng loan portfolio gppears too low to cover dl operatiiond and
financid cods.

Principal Risks (Emergency Scenario): While CHF-ACP has had an excdlent loan
portfolio quaity (with PAR > 30 days) less than 3 percent throughout the Intifada until

61 Categories as defined by the MicroBanking Bulleting: Scale (outstanding portfolio US$): Large (> 8
million); Medium (2-8 million); Small (<2 million), Target Clientele (Average Outstanding l0oan/GDP per
capita): Low-end: < 20% or average outstanding loan = US$150; Broad: 20% - 149%; High-end: 150% -
249%; Small Business: 250%

Maturity (vears of operation): New: 1-3 years; Y oung: 4-7 years; Mature: over 7 years.

62 Risk coverage ratio: |oan|oss reserves/portfolio at risk (>30 days)
63 Assumed imputed costs of fundsis 8 percent
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March 31, 2006, the portfolio at risk has increased in April. The PAR is expected to
increase even more as dl loan are guaranteed by sdaries which have not been pad for
the last few months,

7.2  Background

The Cooperative Housng Foundation (CHF) Internationd — Paestine was registered
according to Article 248 of the Companies Act of 1929 as an Internationd Non Profit
Making Organization, on December 14, 1995, to implement the Home Improvement Loans
Program (HILP) in the Gaza drip. The successor of this program, PEOPLED, enabled
CHF to expand into the West Bank first and later deepen its outreach in Gaza The HILP
grant has formaly ended and CHF has sarted usng HILP repayments to engage into small
business finance.

Table 16: Overview USAID grants received by CHF for Home Improvement Lending

Source Date Amount (US$) Loan Funds Contribution to operational
Total costs
1. USAID HILP 1995 5,022,935 4,000,000 1,022,935
2. USAID Peopled Dec 2001 2,600,000 1,400,000 1,200,000
3. USAID Peopled Aug 2003 2,000,000 1,605,586 394,414
4. USAID Peopled | April 2005 2,950,000 2,044,414 905,586
5. USAID Peopled Sep. 2005 1,000,000 800,000 200,000
Total 13,572,935 9,850,000 3,722,935

CHF sees its lending program as a core operation and has used the USAID grants received
for HILP and PEOPLED program to build a lending program tha is well underway to
achieve sudtainability. CHF intents to continue providing the poor with access to finance
and cdls its lending program: Access to Credit Program (ACP). Although USAID has
funded the program for over 10 years, this is the firs time such an USAID evauation
takes place®®. This evduation will differ dightly from the evduation of FATEN in the
previous chapter for the following reasons.

= The core lending product of the ACP is home rehabilitation loans. The nature of this
lending product (‘larger’ loans with a longer maturity) and the client — usudly one time
clients usng household income to repay — are the reason that not dl peformance
indicators agpplicable to microfinance can be customarily applied or used. Whenever
thisisthe case, thiswill be noted in the report.

= CHF-ACP is a program and not an institution. Therefore ACP does not (yet)
customarily messures ratios such as return on assets or return on equity. The evauation
did not adjust the badance sheet of CHF as this would have been a too theoretical
exercise.

= The evaduaion did assess whether ACP generated sufficient income to cover its costs.
ACP does measure whether is covers its (operating) costs but does so without
adjusments. These are done in this evauation.

64 |t must be noted though that CHF HQ’ s Office of Development Finance conducts annual eval uations using
an internally devel oped assessment tool, similar to ACCION’s CAMEL and PlanetFinance' s GIRAFFE.
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CHF-ACP is a member of Pdeginian Microfinance Network and the regiond
microfinance network Sanabel. Moreover it benefits from the CHF worldwide network of
microfinance inditutions.

7.3 Vision and Objectives

CHF mission:

CHF sarves as a catalyst for sustainable podtive change in low and moderate income
communities around the world, helping to improve their housing, economic circumstances,
and environments. CHF works with a wide range of organizations to develop systems,
policies and practices that increase access to afordable housng, community services and
finance. CHF beieves that safe, affordable housng is the foundation upon which families
can build aliveihood, a hedlthy community, and a peaceful, democratic society.

CHF ACPs man misson is to improve the living conditions of low and medium income
familiesin the West bank and Gaza.

CHF ACP Objectives:

. Improve living conditions of low- and median-income Palestinians,

" Generate employment;

. Increase private sector involvement by encouraging banks invetment in the
housng sector and to offer their financid sarvices to people who wouldn't
normaly be abank clientde

. Stimulate the congtruction industry through its home improvement loans, and

" Achieve finandd sdf-sufficiency and program sustainability.

CHF ACP vison:

CHF ACP envidons itdf to be a sustanable financid inditution able to provide hedthy
and suitable home to every family in Pdestine epecidly to the low and median income
and to reduce the number of families living under the poverty line.

. CHF ACP ewisons itsdf making tangible improvement to peopl€'s lives in
Pdestine by improving their homes and by giving them small business loans.

. Reaching sugtainability is not only a target but a means d the same time to increase
outreach to more clients,
" CHF ACP ewidons itdf turning into a financid inditution thus providing more

variable financid servicesto more people in Paletine.

Since the dart of the ACP, CHF has been committed to create a separate microfinance
inditution but has been prevented from doing so because of the politica dtuation. CHF has
subgtantid  experience around the world with transforming its loan programs into separae
indtitutions. Examples can be found in Jordan, Lebanon, Mexico and Bosnia Usdly it
mantans an (equity) interest in the ‘new’ inditution. This is a wise practice as it will
ensure a continued commitment to the socid misson and continued access to CHF
worldwide network of microfinance affiliates.
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74  Loan products
7.4.1 Houselmprovement Loans

The home improvement loans can be used for a variety of purposes and include amongst
others (i) skeleton works (such as building an additiond room); (ii) finishing such as
building a toilet, extend sewage, interna sewage, kitchen, windows, doors, tiling/floors
and rebuilding the roof (removing asbestos). Housing loans can dso be used to purchase
land or an gpartment (for ingtance a family has saved a large part of the required amount
and wants to borrow to purchase the last part). This hardly occurs though.

Eligible clients are households with monthly income of USD 200 — USD 1500. Not more
than 1/3 of household income can be used for loan repayments. The maturity is up to 42
months with up to 3 months grace. The average maturity: is 36 months. ACP uses sdary
guarantees. depending on the loan amount 1 or 2 such guarantees are used. The interest
rate on the loan to the finad borrower ranges between 5.5 and 6.5 percent flat (per year).
Three percent commission is taken upfront and deducted from the disbursed loan amount®.

During the evaudion, it emerged that the use of certain English words concerning the
home improvement loans, creates the image that the loans are for ‘rich’ people (or at least
not so poor people). For instance the word ‘finishing in English creates the image that
‘fancy’ works are being implemented. However — dlient vidts by the team and a review of
dient files showed tha ‘finishing for ACP means for ingance tiling a floor (where
before there would ke dugt), or building a toilet (where before there would be a hole in the
ground). Also building an additional room (skeleton works) means for indance that a
household of 12 people living in 2 3 rooms get an additiona room so that some household
members (for ingtance a son with awife and a baby) can have their ‘own’ space.

Also, a review of the client income datistics showed that dmost two thirds (62 percent) of
the home improvement borrowers live below or just above the poverty line (respectively
26 percent below, and 36 percent just above).

Table 17: Distribution CHF-ACP clients per household income category

M onthly Household Salary in USD % borrowers
200—399 26 %
400—599 36 %
600— 799 20%
800—999 14%
1,000— 1,199 3%
1,200 - 1,399 0%
1400 — 1,499 0%

Total | 100%

%5 While in most other countries in the world, a commission would be charged one time up front — it is
practice among Palestinian banks to charge commission annually — on the original loan amount! Hence if a
bank quotes aone percent commission but the loan is for three years, the real commission charged is three
percent flat and usually taken upfront. Clearly the Palestinian banks need regulation in the area of
transparency in pricing and terms and conditions.
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Although ACP has USD 15,000 as loan ceiling, average outsanding loan baance is USD
2,362 (year end 2005) and the average disbursed loan size is USD 4,700%. Average
household income of ACP clientsis USD 450 morthly.

The evauation team proposed to ACP to change the name of the loan product into home
rehabilitation loan as this captures much more the essence of the loan product.

ACP argues tha its housng loans are different from housing loans offered by baks and
other MFs such as FATEN for the following reasons. Firs of dl, ACP loans are
accompanied by technicad advice. ACP engineers vist a client up to 4 times, not only to
ensure ownership of the property but dso to asss the client with accurate cost estimates
and condruction advice. The engineer dso makes vidits to supervise the congtruction work.
Second ACP targets the private sector, for instance employees of smal busnesses, smdl
busness owners and not government employees. ACP does use however government
employees guarantees. Last, ACP is very trangparent about pricing and loan term and
conditions.

The use of sdary guarantees may exclude the poorest as these household may not have a
member with a steady sdary. However as noted before more than a quarter of ACP clients
live below the poverty line. Already before the sdary criss and the increase in ACP's
portfolio at risk, ACP gaff has envisaged to revise the sdary guarantee condition and aso
alow other types of guarantees such as post-dated cheques and promissory notes.

7.4.2 Small BusinessL oans

ACP darted using funds that were made available for HILP after the end of this program to
engage into smdl busness lending. This program is dill very smdl — there were 434
active clients year end 2005 — but ACP sees it as a promisng area not only to generate
more income but dso to engage in target group and product diversification.

ACP offers working capita loans up to 24 months and fixed assets loans of up to 42
months — the average maturity is 30-36 months. The interest is 8 percent flat plus three
percent commission which is deducted upfront from the loan amount. ACP requires one to
two sdaries as guarantee. The average disbursed loan amount is USD 4,900, and average
outstanding balance is USD 3,700.

The CHF-ACP gmdl business loans are higher than firg time individud loans offered by
other MFIs and hence a bit more risky as the borrower has no track record. The loans are
gndler than smal busness loans offered by banks. ACP may have found a market niche
but as we will see later, needs to improve its sysems for loan gppraisd and monitoring if it
wants to achieve sustainable growth in this type of lending.

8 FATEN’ s average disbursed housing loan sizeis USD 6,888
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7.5  Cooperation with Banks

All loan disbursement and repayments are done through banks. CHF-ACP has two types of
arangements with banks: (i) a bank co-finencing arangement; (i) a bank loan
disbursement and repayment arrangement.

Bank co-financing arrangements — Partner Banks

Under this arangement, the bank co-finances pat of the loan and CHF-ACP shares
interest and commisson income with the bank. Almost 85 percent of dl outstanding loans
are made under this bank co-financing arrangement. CHF's partners are Caro Amman
Bank which co-finances 30 percent of the loan amount and Arab Bank which co-finances
35 pecent of the loan amount. The banks are responsble for loan collection and
monitoring while CHF is respongble for the (technicd) application and loan request
evauation and the technica advice to the borrower.

Caro Amman Bank by far is the most important partner of CHF-ACP. amost 51 percent
of the number of active loans (and 52 percent of the volume) is through Caro Amman
Bank. As we will see laer, the portfolio quaity of loans made via Caro Amman Bank is
better than that of Arab Bank.

Cooperation Banks

CHF works with the Bank of Pdedtine, the Housing Bank and the Arab land Bank for
disbursements of loans tha it funds out of its own funds. As dl loans are guaranteed by
sdaries (as is the case above), CHF pays the bank a 0.5 percent commission (on the
origina loan amount) per guarantor. Usudly there are 2 guarantors and hence CHF pays
the bank 1 percent commisson. The Bank of Paestine — serving most of the government
sday tranders — in the West Bank and Gaza, gets 2 percent. Payments are done via
accounts payable. All interest and fee income are for CHF (5.5 percent flat for home
improvement loans and 8 percent flat for smdl businessloans).

Loan Monitoring and Follow Up

CHF-ACP does not do an active follow up for the home improvement loans (only in case
of default). It is developing procedures to systemize the follow up on smdl business loans.
Such loans are followed up a least once after disbursement to see for instance in case of
invesment in eguipment the equipment is actudly bought. During the loan gpplication
process ACP loan officers do a dte vist to ensure that the business actudly exidts.
However there gppears to be no sysem in place for regular follow up after the loan has
been disbursed.

If aloan is made via a partner bank, the borrower has to open an account. Bank takes
monthly the instadment due from that account. If account is empty, bank takes the next
month from the guarantor.

If with cooperation bank: borrower pays into CHF account in this bank. Every day CHF-

ACP recaives bank reconciliations. If late, CHF-ACP sends memo to bank to deduct from
guarantor salary after one month.
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7.6

Governance, Management and Human Resour ces

Although set-up as a company — CHF Pdedine is in effect and branch of CHF
Internationa, and as a result it reports via the CRO to CHF in Silver Spring and is part of

annua  budgeting,

planning and other CHF procedures. CHF Internationa

is very

committed to its operations in Paestine — this is patidly reflected by the fact that the
President of the Board of CHF has aready visted WBG twice.

—
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[
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F"Ammar Lubbadeh
Tulkarem LO.
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The ACP has a committed and dynamic management team, headed by the Program
Director, Alaa Ssdem, who is based in Gaza. As about 75 percent of the clients are based
in Gaza and because the ACP has its origins in Gaza, the heart of the operations —
management and MIS — are dso based in Gaza. The other members of the management
team include the Operations Deputy Manager (COOQ), Izz El Tawil, who is based in the
West Bank but vidts the Gaza operations amost weekly, the Director of Administration -
Amira Fouad, based in Gaza, and the Chief Engineer Atif Ouda, aso based in Gaza.

The management team is fiercdy proud of the 8 branches and considers each new branch a
‘new baby' for the ACP. Each branch has a loan officer, engineer and adminigrative
assstant who report to respectively the COO, chief engineer and head of administration.
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Hence the head office manegement structure is ‘copied’ in the branches. The three key
function, credit, engineering and adminisration work jointly on the lending program and

areteams at branch leved and HQ leve.

Table 18: CHF-ACP Human Resource Overview

yle 2003 yle 2004 yle 2005 31/03/2006
Number of total staff end of period 27 23 32 32
Number of staff hired during period 12 6 12 1
Number of staff who left during period 4 7 3 2
Turnover rate; staff who left as percentage
of average number of staff 15% 28.50% 11% 5.80%
Number of loan officers end of period 9 6 9 9
Loan officers as percentage of total staff 33% 26% 28% 28%
Number of admin staff end of period 14 12 14 15
Number of admin staff as % total staff 52% 52% 44% 47%
Number of line staff end of period 13 11 18 17
Annual loan officer salary 9,653 10,230 10,265 10,767
Annual loan officer other benefits 1,287 1,364 1,369 1,435
Total annual loan officer salary etc. 10,940 11,594 11,634 12,202

Staff turnover was high in 2004 as the PEOPLED grant had ended and some daff were
insecure about the extenson of the PEOPLED grant, especidly in the West Bank. Hence a
few gtaff |eft for other positions while some others took the opportunity to study abroad.

Totd number of daff as of the end of March 2006 was 32 of whom 9 loan officers. This
means that there are approximately 466 active clients per loan officer, a very high loan
officer productivity. However given the nature of the loan product — packaged with
engineering advice — the enginears should dso be included in the productivity caculation.
The more appropriate productivity ratio to use then is (number of active clients)/(number
of line g&ff): 4,206/17 = 247. This number isin line with the regiona average of 232.

This gppears to be 4ill high and not in line with number of active clients per loan officer in
other MFIs, which is much lower (150 active clients per loan officer is the Pdedtinian
industry average).

It must be noted that the Pdedtinian loan officer productivity — measured as number of
active dients per loan officer — is rather ‘low’ compared to regiond dandards. An
important reasons for this is that given curfews, cdosures and (shifting) checkpoints it is
difficult for the Pdedinian loan officers to achieve productivity standards that are higher
than the current 150.

The reason for the ‘high’ productivity of CHF loan officers may have to do with the nature
of the mgority of the loans — home improvement loans, guaranteed by sdaries. Such loans
and borrowers — as opposed to micro and smal business loans — require less follow up and
monitoring. Once the loan is disbursed and once the engineers have checked that the (re-)
condruction has been implemented, loan officers do not vist the dients anymore. While
for a ‘normd’ MFI it is important to build a relaionship with the client as the dient wants
continued access to finance, the home improvement borrowers are manly one-time
borrowers. Less than 5 percent comes back for repeat loans. With the planned for increase
in amdl busness lending, it can be expected that the loan officer ‘productivity’ of CHF
will decrease as such borrowers will require regular visit (and hence will consume more of
the loan officer’ stime).
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The loan officers are (very) wdl pad — annud sday induding benefits — amount to about
10 times the GDP per capita — compared to 4 — 5 times GDP per capita in the Arab region.
The CHF loan officers do not receive bonuses. Again, with the expected increase in small
business lending, CHF may condder introducing incentives based on loan portfolio
performance.

7.7  Planning, Audit and MIS

Planning and Budgeting

Panning and budgeting ae both iterative processes. The management team of CHF-
Pdesine prepares an annua budget and plan which is then discussed with technica
departments in CHF HQ (such as the Development Finance Department) as wel with the
CHF financid and adminidrative departments. Budget and plan are approved findly by a
Committee in HQ. There are sometimes revisons but aways in discusson with CHF-
Pdestine. HQ does not impose its views.

The Devdopment Finance Depatment in the HQ has a full-time gaff of five microfinance
and banking experts and manages and provides technica assstance to CHF micraofinance
programs around the world.

HQ has to agpprove mgor operational decisons concerning the ACP such as the
introduction of new loan products, but dso decisons that would affect the sustainability of
ACP (such as lowering the interet rate). CHF-P consders its colleagues in HQ very much
as part of the team.

Audit

Internd Audit. CHF-ACP employs an internd auditor, who reports to the ACP manager.
This auditor checks whether proper procedures are adhered to, and also does dte vists.
The auditors checks dso bank reconciliation forms etc. There is aso a regiond CHF
interna auditor for the Middle East Region who reports to the CHF headquarter.

Externd Audit. The externd auditor — Tadd Abu Ghazdeh & Co. does the annud audit
and reports to Board of CHF a HQ in Slver Spring. CHF HQ is dso audited by an
externd auditor who has access to dl files of CHF Pdegtine if needed.

ACP dso provides monthly lending and financid dHatisics to the HQ ensuring regular
monitoring and control.

MIS

CHF-ACP has developed its own loan tracking system. This system can generate a variety
of reports. However CHF-ACP only tracks the number of loans disbursed. For critica
information on the key source of income i.e, the loan portfolio outsanding, CHF-ACP is
dependent on the banks, which dl implement loan portfolio monitoring software including
aging of arrears developed by CHF. Yet CHF has no online data available on the portfolio
outstanding (and arrears) and depends on the banks to submit morthly overviews.
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Not being in control of such a key piece of management information is not sustainable and
CGF-ACP is recommended to find ways to have this information avalable on line as soon

aspossible.
CHF is in the process of developing interndly a web-based MIS system that would

amongst others address the issues mentioned above. This MIS is currently successfully
implemented with CHF in Romania
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7.8  Loan Portfolio Quality and Provisoning

Table 19: CHF-ACP Key Loan Portfolio Quality Statistics

Y/E 2003 Y/E 2004 Y/E 2005 31/03/2006

Home improvement loans

Loan portfolio outstanding 4,681,075 6,183,575 8,071,263 8,909,647
Number of active clients 2,308 3,086 3,449 3,772
Average outstanding balance 2,028 2,004 2,340 2,362
Average amount disbursed (initial loan) 4,604 4,619 4,644 4,700
Loan losses written off over the period 4,575 8,480 2,388 6,505
Increase in LLR over the period - 6,107 |- 11,263 8,004 4,715
On time and never rescheduled 4,037,153 5,813,862 7,332,829 8,058,041
1-30 days 365,149 202,335 604,767 660,640
30-60 days 213,310 126,799 107,392 145,584
60-90 days 45,286 32,104 5,999 18,873
91-180 16,529 8,475 13,693 19,801
180-360 3,648 - 6,583 6,708
360+ - - - -
PAR > 30 days 278,773 167,378 133,667 190,966

PAR > 30 days as % of LP outstanding 5.96% 2.71% 1.66% 2.14%

Small Business loans

Outstanding principal balance 26,310 161,243 865,854 1,613,638
Number of active clients 4 44 248 434
Average outstanding balance 6,578 3,665 3,491 3,718
Average amount disbursed (initial loan) 6,825 5,510 4,683 4,922
Loan losses written off over the period 0 0 0 0
Increase in LLR over the period - 40 274 6,441
On time and never rescheduled 26,310 157,243 834,474 1,414,985
1-30 days - 4,000 31,380 142,245
30-60 days - - - 42,643
60-90 days - - - 6,659
91-180 - - - 4,641
180-360 - - - 2,465
360+ - - -
PAR > 30 days - - - 56,408
PAR > 30 days as % of LP outstanding - - - 3.5%
ALL LOANS
Outstanding principal balance 4,707,385 6,344,818 8,937,117 10,523,285
Number of active clients 2,312 3,130 3,697 4,206
Average outstanding balance 2,036 2,027 2,417 2,502
PAR> 30 days 278,773 167,378 133,667 247,374
PAR>30 days as % LP outstanding 5.92% 2.64% 1.50% 2.35%

As of Mach 30, 2006, the loan portfolio qudity was ill relaively good despite the
evolving sday crigs While the portfolio a risk over 1 day — defined as remaning
balance of outstanding loans in arrears for more than one day — was about 10 percent (9.5
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percent for the home improvement loans and 12.3 percent for the smdl business loans), the
portfolio at risk over 30 days was only 2.35 percent, showing the effect of the deductions
of required insdments from the sdaries of the guarantors which take place one month
after a loan has gone into arrears. This was however the gatus of March 30, 2006. In
April, the portfolio a risk over 30 days had dready increased to 7 percent showing that
there were no sdaries to deduct from. The portfolio at risk over 1 day had increased to 30
percent. Since April CHF-ACP has not made new loans.

CHF-ACP has had and is having extensve internal discusson on how to cope with the
evolving crigs Fortunately both CHF has extendve experience in deding with crigs in
(post-) conflict environments induding Iraqg and Afghanigan, and ACP daff is confident
that the qudity of its portfolio will return to its normd high level once the criss passes
For now, like the banks and other MFIs, CHF-ACP is not pressuring borrowers to repay
because of the sdary crigs.

Loan portfolio qudity differs widey among the different partner and other banks. The
banks that co-finance the loans are clearly better performing (as they have their own funds
a stake dso) with Cairo Amman Bank doing better than Arab Bank.

Table 20: Key Bank Statistics

Number of |% of all Loan PAR> 30 days
active active Portfolio as % of LP
loans loans Outstanding |Outstanding
Partner Banks
Cairo Amman Bank Home Loans 2,116 50% 4,691,629 0.53%
Cairo Amman Bank Small Business Loans 260 6% 749,333 1.08%
Total Cairo Amman 2,376 56% 5,440,962 0.61%
Arab Bank Home Loans 1,163 28% 2,134,224 3.36%
Total Partner Banks 3,539 84% 7,575,186 1.38%
Cooperation Banks
Housing Bank Home Loans 48 1% 243,540 0%
Housing Bank Small Business Loans 24 1% 120,852 15.29%
Bank of Palestine Home Loans 351 8% 1,553,152 4.05%
Bank of Palestine Small Business Loans 141 3% 704,022 2.91%
Arab Land Bank Home Loans 94 2% 287,102 10.98%
Arab Land Bank Small Business Loans 9 0% 39,431 23.82%
Total Cooperation Banks 667 16% 2,948,099 4.84%
Total Home Loans 3,772 90% 8,909,647 2.14%
Total Small Business Loans 434 10% 1,613,638 3.34%
Total All 4,206 100% 10,523,285 2.33%

Clearly the Arab Land Bank and the Housing Bank are not well performing but they have
few loans outstanding. CHF should monitor the performance of its partner banks closdy
and could congder changing the fee and commisson arrangements with these banks based
on their performance.
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Provisoning

CHF Pdedine has convinced the CHF headquarters to apply an aging of arears
provisoning schedule which is less consarvative than CHF's worldwide practice for
provisoning. CHF Paegtine provisoning percentages are based on higtorical data — and
given the high loan portfolio qudity the resulting provisoning is lower than CHF
worldwide. It is aso lower than the practice of other MFIs in the West Bank and Gaza.
CHF dso does not goply a generd provison on the performing part of its portfolio, which
would be prudent to do under the current politicd and economic circumstances. Although
today (May 2006), CHF has no adequate provisions, it plans to increase its proviSons in
the very near future.

Table 21: CHF Palestine provisioning schedule compared with CHF worldwide and MF sector in WBG

Daysin arrears CHF Palestine CHF Worldwide MFI sector Palestine
1-30 1% 10 % 10 %
31-60 4% 30 % 30 %
61—90 10 % 30 % 30 %
91-180 15% 60 % 60 %
181 — 360 100 % 100 % 75 %
360> 100 %

As we will see later, the adjusted profit and loss account of CHF will incorporate
adjustments made to the provisioning levels of CHF (i.e., increases).

79 Financial Statements

Profit and L oss Account

The CHF annua dStatements are prepared according to auditing standards accepted in the
United States and to standards gpplicable to financid audits contained in the Government
Audit Standards issued by the Comptroller Generd of the United States. The most
important festure of these standards is that income is accounted for when received and
expenses are accounted for when paid.

These accounting standards — combined with the fact — that CHF Pdestine is engaged in
more activities than only the ACP — make it difficult to reflect the true satus of the ACP as
a ‘going concern’. Therefore during the evaluation adjustments were made to the P&L to
arive a a more redidic edimae of costs and income of the ACP. Fortunately the US
Government Audit standards are very detalled — especidly the footnotes — so the task to
‘take out’ the income and expenses of the ACP was not too difficult. The unadjusted
financid P&L is atached in Annex 2. The following adjustments were made to arrive a a
more redigic cog and income picture (i) only income (fees interest, commisson) that
could be attributed to ACP was included; (ii) only expenses that could be fully attributed to
ACP (i.e, HILP and PEOPLED expenses) were included.

Then another st of adjustments was made to assess ACP's ability to sugtain itself. Two
ratios were caculated: (i) the operationd sdf-aufficdency (OSS) which is the &hility of
ACP to cover operational expenses defined as adminigtrative costs and cogts of loan loss
provisoning out of interet and fee income and (ii) the financid sdf-aufficiency (FSS) of
ACP — the ahility of ACP to cover not only its operationa costs as described above but
asoits costs of capita (costs of funds).
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The adjustments made were as smple as possible because the purpose of the exercise was
to gain an impresson whether ACP was (underway towards) covering its costs and hence
being able to sustain its own operations.

Table 22: CGF-ACP P&.L after different sets of Adjustments

P&L After First Round of Adjustments Sept. 30, 2003 Sept. 30, 2004 Sept. 30, 2005
Income

Interest income on loans 306,459 381,559 482,123
Commission income 49,707 91,796 131,034
Fee income - 52,119 75,530
Total Income 356,166 525,474 688,687

Expenses
PEOPLED expenses 579,395 489,069 597,605
HILP expenses 19,991 13,501 51,068
Bad debt expenses 19,481 20,652 12,560
Total Expenses 618,867 523,222 661,233
Income over Expenses - 262,701 2,252 27,454

Additional Adjustments - Additional Expenses
A.Loan loss provisioning

Addition to General provision (3%) 30,557 44,104 77,660
OSSs 55% 93% 93%

B. Cost of Funds

Imputed costs of funds (12%) 648,000 840,600 840,600
Imputed costs of funds (8%) 432,000 560,400 560,400
Imputed costs of funds (3%) - inflation only 162,000 210,150 210,150
FSS (costs of funds 12 percent) 27% 37% 44%
FSS (costs of funds 8 percent) 33% 47% 53%
FSS (costs of funds - inflation only) 44% 68% 73%
Memo LP outstanding: Sept. 2002 Sept. 2003 Sept. 2004 Sept. 2005
3,841,415 4,859,978 6,330,101 8,918,754
Average LP Outstanding 4,350,697 5,595,040 7,624,428
Memo Grants Received for Onlending
HILP - ended 1997 4,000,000 4,000,000 4,000,000
PEOPLED | - 2001 1,400,000 1,400,000 1,400,000
PEOPLED Il - 2003 - 1,605,000 1,605,000
Total 5,400,000 7,005,000 7,005,000

L oan loss provisioning
In addition to the real additions to the loan loss reserve (booked by CHF under bad debt
expenses) an additional ‘generd’ provison is made on annud (incrementa) increase of the
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loan portfolio outstanding in order to reflect the high risk environment in the West Bank
and Gaza.

As is shown below, with the additiond increase in loan loss reserve, expenses go up. The
Operationd Sdf-Sufficency of CHF-ACP would then have been 93 percent at the end of
September 2005. This is a very good achievement — as the ACP would dmost be fully
operationdly sustainable, and compares favourably with other MFIs in the West Bank and
Gaza.

Codt of funds adjustment

However, as is the case with dl the other MFIs in the West Bank and Gaza, CHF-ACP is
far from being financdly sudtanable In order to cdculae the financiad sdf-aufficdency
ratio we try to caculate what CHF-ACP would incur in additiond financid expensss if it
would have to borrow for onlending. Hence we assume that ACP would not have had
USAID grants for onlending but would have borrowed these amounts on the local market.

The USD 2,044,000 grant that CHF in 2005 is excluded from these cdculations as this
grant arived very lae in the year 2005 and hence did not materidly affect the P&L as of
September 30, 2005. The same is the case for an USD 800,000 grant which was signed
with USAID in September 2005 (please refer to section 7.1 for grant overview).

If we would assume that the locd borrowing costs would be 12 percent — an assumption
made by FATEN, the CHF FSS would have been 44 percent end of September 2005.

CHF-ACP is currently negotiating with Caro Amman Bank an USD 1-2 million overdraft
account for 7 percent. This could be a proxy for the red locd costs of funds. We can
assume however that such cogsts of funds could be higher if the overdraft is for a higher
amount (or if the overdraft becomes a loan). Assuming then a cost of funds of 8 percent,
the FSS would be 53 percent.

Fndly, some experts in the world of microfinance would argue that the financid expense
adjustment made above is not far, as the USAID grant can be consdered so-cdled
donated equity and equity is usudly ‘chesper’ than borrowed funds. These experts would
argue to only do a so-cdled inflation adjusment on the grants received as the MF would
want to maintan the red vaue of its donated capitd. If we assume an inflation rate of 3
percent — as cost of fund adjustment — the FSS of ACP would increase to 73 percent.

Evaluation

There is a large difference between the OSS and FSS: if we would use 8 percent as
imputed costs of funds, the difference is 40 percent. An important reason is the fact that the
(nomind) yidd — the financid revenue (interest and fees) from the loan portfolio as a
percentage of the average outstanding loan portfolio — is a very low 9 percent. The regiond

average is about 38 percent®’. The yidd of CHF-ACP is even lower than that of an average
commercid bank in the region. Banks can afford lower yidds because they have very high

volumes outstanding. However thisis not the case of CHF-ACP.

®7 |t must be noted though that the average MFI in the region is engaged in microfinance and not in home
improvement lending. Micro enterprises are highly profitable and can afford high interest rates.
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Despite CHF' s very high operationa costs per saff member — over USD 20,000 and
perhgps the highest in the Pdedinian microfinance sector, the operational expenses as
percentage of average dollar outstanding are low, compared to the sector — even after
adjustments (respectively 9 percent before adjustments and 17 percent after adjustments).
The regiona average after adjustmentsis 30 percent.

Clearly CHF-ACP faces the chdlenge to generate more income from each dollar
outdanding if it wants to achieve financid sudtanability. Its move into the direction of
higher yidding small business loans will contribute to higher income.

The issues of sustainability and product pricing have been a concern of CHF HQ for some
time. A CHF internal assessment was planned for earlier this year but was postponed
because of the dtuation. Pat of this assessment is to look a sugtainability, pricing and
busness planning for the future The assessment will dso look into the options to
tranform the ACP into a separate financia indtitution.

7.10 ACP ldeasfor Loan Productsduring the Emergency Period

ACP daff had internd brainstorm discussons on how to ded with the evolving crigs. One
of the outcomes of these discusson included the introduction of a series of ‘emergency
loan products. These yet have to be discussed and findized with CHF HQ and are hence
tentative in nature only. Below follows an overview of some of the loan product concepts
discussed right now.

Rehabilitation L oans

Loan purpose: Provide families living under the poverty line with rehabilitation
loans. It is expected that the demand for such loans will be high due
to the fact that many families who ae living in rentd apatments
will not be able to pay the rent (due to liquidity congraints) and will
move into the home of their family and as a result needing loans to
add an extension such as aroom.

Bighility: Families with monthly income not exceeding USD 400

Loan amount: USD 2000 — 4000, with monthly repayment not exceeding more
than 1/3 of a household's income. The expected average loan Sze is
USD 3500

Grace period: Up to 6 months (depending on the duration of the emergency period)

Repayment period: 24 — 36 months

Interest rate: Between 0 — 3 percent flat

Commisson Between 0 — 3 percent flat

Bridging Loansto Current Active Clients

L oan purpose: Provide emergency financid sarvices to families living under the
poverty line This back up loan will be offered to exiging dients
who need a loan to cover their humanitarian needs. The loans will be
kept in different accounting books and will be consdered as a
second outstanding |oan to the client.

Hlighility: Families with monthly income not exceeding USD 400
Loan amount: USD 1000 — 2000; the average expected loan sizeis USD 1500
Grace period: 6 months
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Repayment period:
L oan repayments:
Interest rate:
Commisson:

12 — 36 months

Not more than one third of the monthly income
Between 0 and 3 percent flat

Between 0 and 3 percent flat

Bridging Loansfor New Clients

Loan purpose;

Bighility:

Loan amount:
Grace period:
Repayment period:
L oan repayments:
Interest rate:
Commisson:

Provide emergency financid sarvices to families living under the
poverty line.

Families with monthly income not exceeding USD 400

USD 1000 — 2000; the average expected loan sizeis USD 1500

6 months

12 — 36 months

Not more than one third of the monthly income

Between 0 and 3 percent flat

Between 0 and 3 percent fla

Small Business L oans

Loan purpose;

Loan digibility:

Loan amount:
Grace period:
Repayment period:
Interest rate:
Commission:

Provide emergency financid services to micro and smdl businesses
to overcome lack of liquidity problems by providing additiond
working capitd. The purpose of the loans is to enadble these
busnesses to continue operating and not go bankrupt. Such
busnesses will be able then to continue to sdl ther good and to
accept that their clients would buy on credit for alonger period.

Micro and smdl busnesses providing essentid needs for the
community.

USD 2000 — 4000; the expected average loan sizeis USD 3000

Up to 6 months

12 -24 months

Between 0 and 3 percent flat

Between 0 — and 3 percent flat

Table 23: Estimated disbursement over a6 month emergency period (October 2006 — March 2007)

Total number | Vaueto be disbursed Number of

to be disbursed (in USD) beneficiaries

Rehabilitation loans 880 3,080,000 4400

Bridging loans to existing 480 720,000 2,880
clients

Bridging loans to new clients 600 900,000 3,600

Small business loans 410 1,230,000 2,050

Total 2,370 5,930,000 12,930

The team believes that CHF's proposed loan products are redigtic. The objectives of
CHF's proposed emergency loan products are smilar to the objectives of the new activity
design proposed by the team. However the team questions the proposed smal business
loan as it remains to be seen whether these busness will have any capacity to repay. Also
the proposed loan ceiling for the bridging and rehabilitation loans gppears high. If we
would exclude the proposed smdl busness loan, CHF would require USD 4.7 million in

funds for onlending.
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If CHF were to implement the emergency case loan program as proposed by the team, up
to 2,600 clients would be potentidly eligible as 62 percent of CHF clients has a household
income of less than USD 600 monthly. CHF would then require up to USD 3.9 miillion in
funds for onlending.

Under the norma case scenario, CHF needs USD 6 million in further funds for onlending
in order to achieve operationa and financid sustainability.

Box 9: CHF experience with ‘emergency lending’

After the invasion, USAID ‘convinced’ CHF to accept a grant of USD 150,000 to make soft loans
in Beit Hanoun where many homes were damaged etc.

CHF developed a loan product which comprised of a 25 percent grant. People taking the loan
considered is like an Idamic urgency loan (Al Qard Al Hassan) without interest. CHF developed
criteria on who was (most) eligible and succeeded in assisting 160 households (about USD 1000
each). The ‘news on the soft loan was widely announced in order to maintain transparency and
people themselves also decided on who was most digible. Criteria included: beneficiary should be
a client of CHF and the loan amount that the beneficiary can afford (i.e. based on household CF)
does not cover the basic shelter-needs (sewage, toilet etc.).

CHF firgt did not want to be involved as it was afraid for its image on credit and repayment
discipline. People however saw it as an interest free loan, and were grateful and the project ended
up enhancing customer loyalty. CHF would do it again — with hindsight it was a good experience.
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Daniel Sorrosa, Director (Paris)
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Annex 2. Founding Members of Alrafah Bank

Founders of Alrafah Microfinance Bank Amount of Shares ($) %
PALESTINIAN TELECOMMUNICATION CO.(PALTEL) 2,000,000 6.70%
PALESTINIAN DEVELOPMENT & INVESTMENT CO. (PADICO) 2,000,000 6.70%
LOTUS FOR FINANCIAL INVESTMENTS CO. 2,000,000 6.70%
BIRZEIT FOR MEDICAL CO. 1,000,000 3.40%
TRUST INTERNATIONAL INSURANCE CO. 1,000,000 3.40%
GAZA FOR INVESTMENT AND DEVELOPMENT CO. 1,000,000 3.40%
AREF MASOUD NAQFI 1,000,000 3.40%
FUAD ABED AL HADI MUSHAL 500,000 1.70%
ABED RABUH YOUSEF DAHLAN 500,000 1.70%
TALAL KATHEM NASIR EL DIN 400,000 1.30%
ROBERT C SAGER 300,000 1.10%
NABEEL SEEF ELDIN NASIR ELDIN 250,000 0.80%
ABED ALMALEK JABER 100,000 0.30%
KHALIL SALIM HANANIAH 100,000 0.30%
BASSAM SALIM HANANIAH 100,000 0.30%
Total Amount Founding Shareholders 12,250,000 41.20%
OTHER SMALL SHAREHOLDERS (around 19,000) 17,750,000 58.80%
Total All 30,000,000 100%
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Annex 3. Key Statistics ProCredit Bank Network

Average Arrears> 30

# loans Amount loan days as % of

disbursedin| disbursedin amount # loans averageloan

December | December 2005 | granted | outstanding portfolio

2005 (EUR) (EUR) |year end 2005| outstanding
Georgia (USD) 5,494 17,503,702 3,186 38,074 1.44%
Bosnia (EUR) 2,942 9,718,095 3,303 29,371 0.75%
Albania (EUR) 1,746 6,295,559 3,606 29,123 2.45%
Kosovo (EUR) 2,671 20,311,596 7,604 41,592 0.55%
Ukraine (USD) 3,688 22,385,982 6,070 28,714 0.64%
Romania (EUR) 1,641 10,747,046 6,549 21,283 1.18%
Moldova (USD) 1,736 2,761,544 1,591 10,790 1.15%
Serbia (EUR) 5,999 33,385,542 5,565 48,622 0.65%
Bulgaria (EUR) 3,081 25,184,999 8,174 38,442 0.51%
Macedonia (EUR) 1,636 8,623,255 5,271 12,781 0.69%
Bolivia(USD) 6,385 10,593,833 1,659 80,201 1.67%
Nicaragua (USD) 5773 5,419,444 939 58,117 1.69%
El Salvador (USD) 6,745 5,403,938 801 66,617 1.71%
Ecuador (USD) 2,817 6,253,050 2,220 30,974 0.99%
Haiti (USD) 1,302 1,121,629 861 8,488 5.46%
Mozambique (USD) 1,942 1,187,130 611 15,587 1.81%
Ghana (USD) 699 977,114 1,398 6,226 4.51%
Angola (USD) 132 602,659 4,566 1,093 2.26%
Congo (USD) 113 495,383 4,384 674 0.00%
Total 56,542 188,971,502 3,342 566,769 1.06%

Subtotals

Eastern Europe 30,634 156,917,320 5,122 298,792 0.87%
LAC 23,022 28,791,895 1,251 244,397 1.63%
Africa 2,886 3,262,286 1,130 23,580 2.60%
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Annex 4 A. Bank Terms and Conditions for Savings

Cairo Amman

Arab Islamic

Egyptian Arab

Palestinian

SAVINGS Arab Bank Bank| Bank of Palestine|] Bank of Jordan Bank land Bank| Investment Bank
Is there a minimum? Yes Yes Yes Yes Yes Yes Yes
If yes, how much?
InJD 100 100 100 100 70 20 100
In NIS Equal to 100JD 700 500 500 450 100 650
In USD Equal to 100JD 150 100 100 70 25 150
Interest rates received 1.02 0 0.5 0.7 Profit 0.5 0
Penalties
loosing interest loosing interest] loosing interest loosing interest

accured during the accrued during the]accured during the accured during

Withdrawel before due time month No month month No the month No
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Annex 4 B: Bank Terms and Conditions for Terms Accounts

Cairo Amman

Arab Islamic

Egyptian Arab

Palestinian

TERM ACCOUNT Arab Bank Bank| Bank of Palestine|] Bank of Jordan Bank land Bank| Investment Bank
Is there a minimum? Yes Yes Yes Yes Yes Yes
If yes, how much?
In JD 3500 3000 1000 500 3500 3500 2000
In NIS 25000 10000 5000 5000 22500 25000 10000
In USD 5000 5000 1500 1000 5000 5000 10000
Interest rates received
1.' month ($),(JD),(NIS) (2.65),(2.15),(2)]  (3.26),(3),(3.28)| (3.25),(3.37),(3.37) (1.4),(1.5),(1.4) See note| (1.3),(1.59),(1.4)] (1.75),(1.50,(1.75)
($),(JD),(NIS) (2.8),(2.2),(2.1)] (3.4),(3.1),(3.33)] (3.37),(3.5),(3.50) (2),(1.8),(1.5) \(1.5);(\1.84)}(1.5) (2),(1.75),(1.87)
3-6 months _ ($),(JD),(NIS) (3.15),(2.35),(2.15)| (3.37),(3.2),(3.41)] (3.37),(3.5),(3.50) (2),(2),(1.7) - . ” 6) (2.12),(2),(2)
up to 1 year $),(JD),(NIS) (3.3),(2.45),(2.45)] (3.5),(3.4),(3.57)] (3.5),(3.62),(3.62) (3),2.5),(2) ) (2.5),(2.25),(2.12)
18 months ($),(JD),(NIS) No for more | year No No No (2),(2.2),(1.70
24 months ($),(JD),(NIS) No for more | year No No No No
36 months ($),(JD),(NIS) No for more | year No No No No
violation
Converted to

saving or current 2% deduction Lossing interest for

1- Amount less than minimum account| from interest due No No No remaining period
Loosing interest Loosing interest

gained during the 2% deduction gained during the

2-withdraw befor due time month| from interest due No 0.5 % penalty| No profif] month lossing interest
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Annex 4 C: Bank Terms and Conditions for Current Accounts

Cairo Amman

Arab Islamic

Egyptian Arab

Palestinian

CURRENT ACCOUNT Arab Bank Bank| Bank of Palestine] Bank of Jordan| Bank land Bank| Investment Bank
Is there a minimum yes Yes Yes Yes
If yes, how much?
In JD 200 100 150 20 100 350 150
In NIS 1500 700 900 100 500 2000 1000
In USD 300 150 200 20 100 500 200
Any interest rates received No No No No No No No
3000 NIS Balance
for corpotaye
clients and 100 for
retail clients,not| 600 NIS Balance,] 900NIS,not black] not black| 1000 NIS,not
Chequebook - conditions black listed not black listed listed 2000 NIS listed black listed Not black listed
Any other conditions for
opening a current account? Proof of income No No The minimum
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Annex 5. Overview Loan Products FATEN
NAME GGLS Individual | Individual 11 Fast Family Housing Consumption NGO/ Murabaha
FATEN Staff
Creation Date 1994 2000 2003 2000 2004 2005 2005 2002 2005
Client Type All All All Activeclients | All All All FATEN and All
in GGLS and NGO staff
IL1
Loan Size 200-1,500 1,000-5,000 1,000-3,000 70-700 or 50% | 1,000-15,000 | 1,000-15,000 | 100-1,000 1,000-25,000 | All products
(Min-Max)-US$ of current loan may be
Avg. Loan Size (US$) | 430 1,565 2,083 355 4,024 6,888 925 6,998 .
Loan Duration 6-10m 6-24m 6-18m Zwks 6-48m 6-48m 112m 1-48m disbursed
Grace Period no No no no no 3 months No No according to
optional Murabaha with
Requirements Group Credit history+ | Postponed Promissory 2 salary 2 salary Postponed checks | Staff pension same
guarantee postponed checks; salary | note transfers for transfers for or salary transfer | and severance requirements
checks + transfer; loans>5,000; 1 | loans>5,000; 1
promissory promissory salary transfer | salary transfer
notes notes for loans for loans
<5,000 <5,000
Repayment Frequency | Bi-monthly or | Monthly monthly Balloon monthly monthly Monthly Monthly
monthly payment after 4
wks
Nominal, annualized IR | 24% 18% for 1¥ 18% for 1¥ 48% 8% for loans 8% for loans 12% transferred 5% FATEN
loan; 15% loan; 15% >5,000; 5.5% | >5,000; 5.5% salary guarantee; | staff; 7% NGO
repeat loans repeat loans for loans for loans 18% postponed staff
<5,000 <5,000 (upfront | checks
(upfront for for loans
loans >5,000 [ >5,000
Flat/Declining Flat Flat Flat Flat Flat Flat Flat Declining /
upfront
Effective IR 40% 32-35% 27-30% 164% 14-16% 16-17% 32% 7%
Fees & Penalties (US$) | 4.2 10 50 11 50 or 1.5% 50 or 1.5% No fees No fees
(loans >5,000) | (loans >5,000)
Major Changes since | Currentlybeing [ Fees Loan duration | Will berevised | Interest rate, IR -- IR
Creation revised re loan reterms, duration
size, duration, duration
savings
component,
target group
(men)

Source: FATEN
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Annex 6: Overview USAID grants for lending and other programs

A. Home I mprovement Loans Program (HILP)

HILP is a revolving loan program which began in 1995 in Gaza with the assgance of
USAID. The program targeted low-income resdents offering one to three-year loans to
repair, expand or improve their homes. CHF signed a cooperative agreement with USAID
on September 30, 1994, agreeing to manage the revolving loan fund, provided by USAID,
and to jointly adminiger HILP with the Pdedinian Housng Council (PHC). The
agreement provided USD 4,000,000 in capitad for loans (total award USD 5,022,935, the
difference is for operating expenses). USAID project ended on September 30, 1997, and
the program now operates on revenues generated from interest on loans.

On March 1, 2003, the Bank of Palestine terminated the MOA sgned with CHF, giving
CHF as three months notice (as agreed in the MOA). Therefore CHF has diversified the
loan portfolio through the introduction of smdl busness loan and loans to purchase
gpartments and land.

B. Palestinian Economic Opportunity Program for Lending and Economic
Development (PEOPLED)

In December 2001, USAID and CHF signed a second two-year cooperative agreement for
USD 2,600,000 to expand HILP into the West Bank. This amount included USD 1,400,000
in loan funds. Use of the remaining USD 1,200,000 was for operationa costs. PEOPLED
will improve the qudity of life and dimulae private sector activity in the Pdedinian
Territories by increasing the range of financia services avalable to Palegtinians.

In August 2003, USAID and CHF signed an expanson for the PEOPLED which was
origindly scheduled to end in December 2003. The new grant of USD 2,000,000 extended
the PEOPLED duration for two more years (August 2005), enhancing its sarvices in the
Northern and Southern Governorates of the Gaza strip.

On April 26, 2005, USAID and CHF dgned an expanson modification (# 4) for USD
2,950,000 to expand PEOPLED into three new cities in the West Bank mostly affected by
the incursons and closures. The scheduled for completion date of this agreement is
September 30, 2006. Expansion modification #5 (July 6, 2005) dlowed for increasing the
maximum loan amount to USD 15,000 and the monthly family income to USD 1,500.

Expanson modification # 6 (September 15, 2005) provided CHF an additiond USD 1
million to enhance PEOPLED in the Gaza Strip.

Overview donor support (grants, soft loans €tc):

Source Date Amount (US$) Terms Currency Status
1. USAID Peopled Dec 2001 | US$2.6 million Grant, 2 years U.S. dollars Fully disbursed
2. USAID Peopled Aug 2003 | US $ 2 million Grant, 2 years U.S. dollars | Fully disbursed
3. USAID Peopled | April 2005 [US$ 2.95 million Grant, 1.5 years U.S. dollars | Fully disbursed
4. USAID Sep. 2005 US$ 1 million Grant, 1 year U.S. dollars Ongoing

[1. Other Programs
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C. Palestinian Infrastructurefor Needed Employment (PINE/LIBERTY)

Singed by CHF Internationd — Pdestine with USAID in September 2004 — duration end
January 28, 2006. Objective: provide support for Pdegtinian’'s infrastructure for needed
employment. Amount: USD 1,999,920 for congtruction and rehabilitation of schools and
youth centres in South Gaza in cooperation with the Ministry of Education.

Staus. Completed in time and met dl targets

D. Policy and Opportunitiesfor Women and Entrepreneurs (POWER)

Agreement with US Department of State, Middle East Partnership Initiative (MEP!) for
period July 1, 2005 until June 30, 2006. Second phase of a program origindly
implemented in Y emen. Budget is USD 605,370.

Objectives: (i) to support and advocate for and implement needed changes as related to
identified barriers to women's entrepreneurship; (i) to launch or expand women owned
gmdl and medium size businesses in West Bank and Gaza

E. Palestinian American Recreation and Conservation Services (PARCYS)
Cooperative Agreement with USAID

Period: May 5, 2005 to May 4, 2007

USD 3,989,978

Objective; Improve environmentd and living conditions of Padedinians through the
congruction and rehabilitation of public parks that offer safe, accessible recredtiond Stes
for the Pdedtinians. Program is desgned to maximize the use of local materids and labour
intengve condruction methods, which will hep simulate locd economic growth by
generating criticaly-needed employment in the most deprived aress in the West Bank and
Gaza.

Status: Received an Intent to Suspend Natification from USAID

F. Empower ment of Palestinian Local Authorities (EPLA)

Cooperative Agreement with USAID

Period: October 1, 2005 to September 30, 2008

USD 21,000,000

Objective. The objective of EPLA program is to develop an enabling environment and
operationd framework for an effective, empowered and democratic loca governance
system in the West Bank and Gaza.

Status: Received an Intent to Suspend Natification from USAID

G. I damic Development Bank Fund

Sgned: April 11, 2005

USD 500,000. First tranch is USD 200,000

To support housing projects using Idamic methodology. CHF contribution is 50 percent of
the loan amount. IDB has yet to decide whether funding is a soft loan or a grant. Therefore
—for now — CHF has booked the USD 200,000 under current liabilities.
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H. Other Programs

CHF is a mgor partner of the United Nations World Food Program (WFP) food for work
and food for training program implementing it in the entire Gaza Strip and the 103
communities in Nablus and Jenin Governorates. The program provides food parcels for
needy families in return for work days they invest in the development of their community
infrastructure or basc sarvices If families don't have able workers then the head of
household (mainly a woman in this case) would receive training in return for the food
parcel
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Annex 7 . P&L CHF Unadjusted

Sept. 30, 2003| Sept. 30, 2004| Sept. 30, 2005
Revenues and Support
Contributions from Local Community 58,185 28,550 71,050
Interest Income 5,458 1,651 1,707
Commission Income 49,707 91,796 131,034
Interest Income on Loans 306,459 381,559 482,123
Other income 34,384 52,119 75,530
Total Revenues and Support 454,193 555,675 761,444
Expenses
Community Projects 6,339,872 4,792,631 1,066,587
Operating Expenses 1,833,269 1,463,217 1,090,988
PEOPLED operating expenses 579,395 489,069 597,605
HILP operating expenses 19,991 13,501 51,068
Bad Debt Expenses 19,481 20,652 12,560
Total Expenses 8,792,008 6,779,070 2,818,808
Change in Net Assets Before Other Items - 8,337,815 6,223,395 - 2,057,364
Other Items
Inter-Company Revenues - Fund Transfer 8,488,736 7,075,010 4,294,213
For PEOPLED 950,030 1,043,422 2,941,930
Inter-Compmany Expense Billings -
HILP/PEOPLED - 46,988 155,388 |- 305,927
Inter-Company Expense Fund - HILP - 100,000 |- 150,000
Ligitation and Claim Expenses - 167,426 -
Total Other Items 9,391,778 7,695,618 6,780,216
(B16+B23) 1,053,963 1,472,223 4,722,852
Net Assets Beginning of the Year - 4,236,833 5,888,387 7,360,610
Prior Year Adjustments 9,071,257 -
Net Assets End of Year 5,888,387 7,360,610 12,083,462
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